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Loss carryovers through reorganizations: 


proposed regulations show need for care 


by PAUL A. TESCHNER 


The Proposed Regulations on the carryover of operating losses through corporate 


reorganizations follow the Code closely; and their careful spelling out of the 


mechanics of the computation of amounts and years emphasizes the importance of 


choosing with care the acquisition dates, fiscal years, steps in reorganization, etc., 


to insure that full benefit of all losses is retained. Mr. Teschner makes clear the 


way the statute operates and points out the hazards to be avoided in using it. 


A GH ONE OF THE most important 
innovations of the 1954 Code was 
the spelling out (in Section 381) of the 
tax attributes of corporations that sur- 
vive reorganization, not until this year 
have we had guidance from the Treasury 
on the section’s application. One happy 
result of the over-five-year wait for the 
Regulations proposed for Section 381 
has been that encouragement has been 
given tax men to practice the Code 
rather than the Regulations in the area 
of carryovers in ‘corporate acquisitions; 
but this benefit is at best intangible and 
the new proposed Regulations [F.R. Doc. 
No. 60-832 filed 1/28/60, published 
1/29/60] on Section 381(a),(b) and (c)(1) 
will prove of assistance even if only in 
the mechanics of applying such carry- 
overs. In general, the proposed Regula- 
tions adhere closely to the statute and 
do not attempt to place any unjustified 
limitation upon the applicability of Sec- 
tion 381. 

Sec. 381(c) of the Code lists the at- 
tributes that are carried through the 
specified reorganizations, and the first 
of these (paragraph 1) is the operating 
loss carryover determined under Section 
172. Succeeding subparagraphs continue 
with detailed rules for determining the 
years of the component corporation (i.e., 
the the 
assets) and the acquiring corporation in 


distributor or transferor of 
which the losses are to be used and the 
amounts of the carryovers which may be 
used by the acquiring corporation. 
Proposed Regulations Section 1.381(c) 
(1)-1(a)(1) points out that these rules 





have two functions: (1) to determine the 
amount of carryover of a component cor- 
poration at acquisition, and (2) to in- 
tegrate carryovers of a component with 
carryovers and carrybacks of the acquir- 
ing corporation so as to determine the 
income of the acquiring corporation in 
the years after acquisition. As of the 
date (or, precisely 
stated, date of distribution or transfer 


acquisition more 
of assets), carryovcrs of component and 
acquiring corporations are determined 
separately (Proposed Regulations Section 
1.381(c)(1)-1(a)(2)). One quite important 
point, to which we shall return later, 
is that an acquiring corporation is en- 
titled to a full carryover even though it 
acquires less than all of the assets of 
that component (Proposed Regulation 
Sec. 1.381(c)(1)-1(c)(2)). 


Years in which used 


"9 


In general, Code Section 172 provides 
that an operating loss may be carried 
back three years and forward five years. 
In years after acquisition of assets of 
the 
loss 


a component, loss carryovers of 
acquiring corporation as well as 
carryovers of the component may be 
available (Proposed Regulations Section 
1.381(c)(1)-l(e)(1)) for determining the 
net operating loss deductions of the 
acquiring corporation. The net operat- 
ing losses are applied in the sequence 
in which they arose, as required by Sec- 
172(b)(2), without 
whether they were losses of the com- 


tion regard to 


ponent or the acquiring corporation. 
Upon this point, Section 381 (c)(1)(C) 


of the Code specifies that a loss year of 
a component which ends simultaneously 


with the loss year of an acquiring corpo: | 


ration shall be considered a loss for a 
Aside this 
special and important rule, to which we 
shall return later, the losses are applied 
in chronological order. 

Section 381(c)(1)(A) of the Code pro- 
vides that the first year of an acquiring 
corporation to which the net operating 
loss carryovers of a component may be 
carried is the first year of the acquiring 
corporation ending after the acquisition 
date. In conformity with the general 
policy of the statute in permitting the 
carry forward of a component’s loss 
against the acquiring corporation’s post- 
acquisition income only, the Code limits 
the component’s loss that can be used 
in the first post-acquisition year to the 
income earned by the acquiring com- 
pany after acquisition. This is done by 
assuming the acquiring company’s in- 
come was earned ratably during the 
year through application of the follow. 
ing formula (See Proposed Regulations 
Section 1.381(c)(1)-1(d)(1)): TI x DF + 
TD, in which TI is the taxable income 
of the acquiring corporation for the 
first taxable year of the acquiring cor- 
poration ending after the date of acqui- 
sition,! DF is the number of days in that 
first year following the date of acqui- 
sition, and TD is the total number of 
lays in that year. 


prior taxable year. from 


The limitation applied 

This limitation is easily applied where 
there has been only one acquisition date 
during a taxable year of an acquiring 
corporation (albeit that the assets of 
more than 
quired on that single date), but it takes 
on complexity where there is more than 
one date of acquisition during the tax- 
able year of an acquiring corporation. 
In such situations there must be multi- 
ple computations of the limitations in 
terms of the acquiring corporation’s 
postacquisition taxable income so as to 
take account of the possibility that a 
net operating loss carryover acquired on 
one date might be less than the acquir- 
income as- 


one component were ac 


ing corporation’s taxable 
signable to the period between that date 
of acquisition and a succeeding date of 
acquisition. In such cases, the excess 
income for any such period should not 
be added to the income of the acquiring 
corporation properly allocable to a pe- 
riod subsequent to a later date of ac 
quisition. 
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Even though there is more than 
one acquisition date in a taxable year 
of an acquiring corporation, the princi- 
ple of the limitation is the same: the 
carryovers of component corporations 
utilized by the acquiring corporation for 
that first taxable year cannot exceed the 
income earned by the acquiring cor- 
poration from each respective date of 
acquisition until the end of the taxable 
year. It is obvious that if the operating 
loss of the component first acquired off- 


, sets the entire income of the acquiring 


corporation earned after that acquisition 
date, no further computations need be 
made (Proposed Regulations Section 
1.381(c)(1)-2(b)(1)). It is only when the 
income for the period after the first date 
of acquisition is greater than the net 
operating loss carryovers of the compon- 
ent first acquired that it becomes neces- 
sary to subdivide the postacquisition 
part year of the acquiring corporation 
into partial postacquisition years. 

If necessary, the postacquisition year 
of the acquiring corporation is divided 
into as many partial postacquisition 
years as there are separate dates of ac- 
quisition upon which the acquiring cor- 
poration acquired net operating loss 
carryovers from one or more compon- 
ents. Each partial year begins the day 
after an acquisition and ends at the 


. close of the day of a succeeding acquisi- 


tion. In accordance with the theory of 
daily accrual of income, the entire post- 
acquisition income of the acquiring cor- 
poration is allocated among the partial 
postacquisition years in accordance with 
the number of days in each partial year. 
Proposed Regulations Section 1.381(c) 
1)-2(b)(2)). The computation of the 
limitation then proceeds by subtracting 
from the postacquisition income the 
cumulative amounts by which the post- 
acquisition income of the acquiring cor- 
poration exceeds any net operating loss 
carryovers assignable to all prior periods. 
rhe proposed Regulations state in de- 
tail the methods of computation to be 
followed (Proposed Regulations Section 
1.381 (c)(1)-2(b)(3),(4)).2 

\s was noted above in the discussion 
of the years in which loss carryovers are 
Prop. Reg. Section 1.381(c) (1)-1(d) states that 
the taxable income of the acquiring corporation 
for that taxable year should be determined by 
taking into account items to which the acquiring 
succeeds under Section 381.” The 
wisdom as well as the propriety of this statement 
s subject to question. Items such as a method of 
accounting, which are not necessarily limited to 
assets acquired, should not be applied retroactive- 


y in computing the taxable income for the entire 


ear. 


corporation 


Corporations and stockholders + 


used, the Code provides that a loss year 
of a component which ends simultane- 
ously with the loss year of an acquiring 
corporation shall be considered a_ loss 
for a prior taxable year. The rule 
eliminates the possibility that a com- 
ponent’s net operating loss could be 
reduced because of a concomitant ap- 
plication of a loss carryover of an ac- 
quiring corporation attributable to a 
year ending on the same date as that of 
the component. An understanding of the 
principles underlying Section 172 makes 
evident the purpose of Section 381(c)(1) 
(C) here. The purpose of Section 381 
(c)(1) is to permit an acquiring cor- 
poration to take net operating loss 
carryovers of components into considera- 
tion in computing its own net operating 
loss deductions under Section 172(a). A 
Section 172(a) computation is limited 
in part by the provisions of Section 
172(b)(1) that a net operating loss can 
be carried over for only five years after 
the loss year, and under Section 172 
(b)(2) a net operating loss must be car- 
ried to the first of the eight taxable 
years (three back, five forward) to which 
it may be carried. Further, a net operat- 
ing loss which may be carried to any 
year is the of the 
taxable income of any prior years to 
which it could have been carried. With- 
out the rule of Section 381(c)(1)(C) con- 
current loss years could improperly 


reduced by sums 


limit the carryover. 

This “as if” rule does not apply as 
between component corporations; if any 
loss year of a component ends on the 
same day as a loss year of another com- 
ponent, the acquiring corporation may 
elect which it will take 
sideration first. (Proposed Regulations 
Section 1.381(c)(1)-1(e)(2)). 


loss into con- 


Planning acquisition dates 

How acquisition dates be 
chosen to avoid loss of a component’s 
carryovers? The carryovers are reduced 
under Section 381 
tors: (1) the component’s taxable year 


should 


because of two fac- 


(which could be one day long) ending 
on the date of acquisition is a taxable 
year for carryover purposes; and (2) the 


2 Prop. Reg. Section 1.381(c) (1)-2(b) (3), illus- 
trating two days of acquisition is stated to apply 
to situations in which an “acquiring corporation 
succeeds to the net operating loss carryovers of 
two distributor or transferor corporations on two 
dates of distribution or transfer. .. .”” (emphasis 
supplied). The “two” should be replaced by “‘two 
or more” since the limitation is concerned only 
with the number of acquisition dates during the 
year, not with the number of components acquired 
on each date. 
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first taxable year of the acquiring corpo- 
ration ending after the date of acquisi- 
tion is also a taxable year for those pur- 
poses. (Proposed Regulations Section 
1.381(c)(1)-1(e)(3)). The general rule for 
tax planners will be to plan acquisitions 
to end on the last day of taxable years 
of both component and acquiring corpo- 
rations. 

Many acquisitions for one reason or 
another will continue to take place on 
days other than the last day of a tax- 
able year of the acquiring corporation. 
This will require a breakdown of the 
acquiring corporation’s year into a pre- 
acquisition part year and a postacquisi- 
tion part year for purposes of the Sec- 
tion 172(b)(2) computations. Since a net 
operating loss carryover of a component 
can be carried only to the postacquisi- 
tion part year of the acquiring corpora- 
tion, only the taxable income assigned 
to the postacquisition part year will 
serve to reduce the amount of the com- 
ponent’s carryovers under Section 172 
(b)(2). (Proposed Regulations Section 
1.381(c)(1)-(f)(2)). The net operating loss 
deduction of any postacquisition part 
year of the acquiring corporation will 
of course be computed by taking into 
account net operating loss carryovers 
and carrybacks of the acquiring corpora- 
tion as well as net operating loss carry- 
overs of the component. The sequence 
in which carryovers are taken into ac- 
count for this purpose is in accord with 
the general rule previously discussed. 
(Proposed Regulations Section 1.381(c) 
(1)-1(f)(6)). If there are multiple acquisi- 
tions during a taxable year of an acquir- 
ing corporation, then a separate net 
operating loss deduction computation 
must be made for each partial postac- 
quisition year by taking into account 
for each such partial year only the net 
operating loss carryovers of the acquiring 
corporation and the net operating loss 
carryovers of all components the assets 
of which were acquired before the be- 
ginning of that partial postacquisition 
year. Proposed Regulations Section 1.381 
(c)(1)-2(©)(3)). 

Foreign corporations 

Proposed Regulations Section 1.381(a)- 
l(c) limits the applicability of Section 
381 as to acquisitions involving foreign 
corporations by providing that a for- 
eign corporation may not be a com- 
ponent or acquiring corporation unless 
the (under 
Section that a 


it satisfies Commissioner 
Regulations 1.367-1) 
principal purpose of the plan of ac- 
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[Paul A. Teschner practices law in 
Chicago. He is a member of the firm of 
Pope, Ballard, Uriell, Kennedy, Shepard 
& Fowle. He is a frequent Journal con- 
tributor of articles in the area of corpo- 
rate taxation.| 





not the avoidance of 

taxes. While Section 
381(a) itself contains no language which 
would justify 


quisition was 


Federal income 
this limitation, presum- 
ably the Commissioner’s theory in pro- 
mulgating it is that Section 381(a) is 
limited to acquisitions in which gain is 
not recognized and that gain would be 
recognized in a Section 332 liquidation 
or Section 361 transfer involving a for- 
eign corporation unless the Section 367 
no-tax-avoidance requirement were satis- 
fied. Against this “purpose” argument 
of the Commissioner, one could point 
out that Section 367 is limited to deter- 
minations of “the extent to which gain 
. in Section 332 

. or 361 [exchanges],” and that both 
Section 332 and Section 361 can “ap- 
ply” to a transaction, within the mean- 
ing of Section 381(a)(1) and (2), even 
though the extent of gain recognition 
depends upon compliance with Section 
367. 

Because of the current fashion of “‘in- 


shall be recognized . . 


terpreting” otherwise clear language of 
the Code by reference to often ambigu- 
ous extrinsic aids, however, the chances 
are that the foreign corporation limita- 
tion would be upheld without much 


trouble. 


Transactions outside 381 


The Commissioner’s interpretation of 
Section 381(a) as applying only to acqui- 
sitions transactions is 
made further evident at Proposed Regu- 
lations Section 1.381(a)-1(b)(1)(i) where 
he states that Section 381(a)(1) applies 
to the complete liquidation of a sub- 
sidiary “upon which no gain or loss is 
recognized” 


in non-taxable 


although for some reason 
his definition of qualified reorganization 
Sec. 381(a)(2) con- 
tains no such limiting language. (Pro- 
posed Regulations Section 1.381(a)-1(b) 
(1)(ii)-(v). Language of the Committee 
reports can be cited by the Commis- 


transactions under 


sioner to sustain his position that non- 
recognition of gain is a condition pre- 
cedent to the application of Section 
381 (a). 

As tax men know, Section 381 was an 
innovation of the 1954 Code. Its pro- 
visions are mandatory so that acquiring 
corporations which fall within its ambit 
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must take into consideration the various 
carryover items described in Section 
381(c), but many acquisition transactions 
do not fall within Section 381(a), such 
as partial liquidations and divisive or 
other reorganizations not specified 
therein. (Proposed Regulations Section 
1.381(a)-1(b)(3)(i)). Some items which are 
tax attributes of a component corpora- 
tion have not been specified in Section 
381(c). The proposed Regulations leave 
open the question as to whether there 
can be carryovers in such cases: “No 
inference is to be drawn from the pro- 
visions of Section $81 as to whether any 
item or tax attribute shall be taken into 
account by a successor corporation with- 
out regard to Section 381.” (Proposed 
Regulations Section 1.381(a)-1(b)(3)(i)). 
Moreover, a corporation, such as a con- 
trolled subsidiary of an acquiring cor- 
poration, which acquires all or part of 
the assets of a component corporation 
but is not itself an acquiring corporation 
shall determine if it can carryover any 
Section 381(c) item, such as inventory 
method of the component, without re- 
gard to Sec. 381. (Proposed Regulations 
Section 1.381(a)-1(b)(3)(ii)). 


Shadow of Libson 


The possibility that a corporation 
could acquire assets of a component 
without itself being characterized as an 
acquiring corporation results from the 
provisions of Proposed Regulations Sec- 
tion 381(a)(2) reorganization transaction, 
be one acquiring corporation in any 
one acquisition transaction; (2) in a Sec- 
tion 381(a)(2) reorganization transaction, 
the acquiring corporation will be the 
corporation, if any, which acquires all 
of the assets transferred by the trans- 
feror pursuant to the plan of reorgani- 
zation; and (3) if no single corporation 
acquires all of the assets transferred, 
then the acquiring corporation will be 
“that corporation which directly acquires 
the transferred even 
though such corporation ultimately re- 
tains none of the assets [transferred] .. . 
One result of this regulation will be 
that a corporation can become an ac- 


assets so 


quiring corporation even if it retains 
none of the assets of the component. 
(See Example (4) of Proposed Regula- 
1.381(a)-1(b)(2)(ii).) -Pre- 
sumably, the basis for criticism is that 
the isolation of the carryovers from the 
assets acquired from the component cor- 
poration is inconsistent with the philos- 
ophy of Libson Shops that loss carry- 
overs should be restricted to the busi- 


tions Section 


ness which suffered the loss. But if the 
Libson Shops theory is te prevail, it 
should be applied to all carryovers under 
Section 172 without regard to any 
changes in corporate entity and it would 
be unfair to apply the same-business 
approach only where there has been 
a corporate acquisition under Section 
381. The purpose of Sec. 381 was to 
allow carryovers despite a_ technical 
change in corporate entities, not to 
solve the overriding problem as to when 
carryovers should be limited because of 
a termination of or change in the busi- 
ness which produced the loss. 


“F” reorganizations 


Although Section 381(a)(2) includes 
“F” reorganizations (a mere change in 
identity, form or place of organization) 
among those in which carryovers will 
be allowed, the only purpose of the in- 
clusion was to assure that any technical 
change of entity would not endanger 
such carryovers; for this reason, the Sec- 
tion 382(b) operating rules don’t apply 
to “F,” reorganizations and Proposed 
Regulations Section 1.381(b)-1(a)(2) 
points out that in such cases there is 
no ending of the tax year of the trans. 
feror by reason of the transfer, net 
operating loss carrybacks shall be al- 
lowed from subsequent years of the ac- 
quring corporation to prior years of 
the transferor corporation, and the Sec- 
tion 381(c) items of the transferor shall 
be taken into account by the acquiring 
corporation just as if there had been no 
transfer. 

Except as to the transferor in “F”’ re- 
organizations, a component corporation 
must file an income tax return for the 
taxable year which ends with the date of 
acquisition; if the component remains 
in existence, it must also file a tax re- 
turn for a tax year beginning the day 
after the date of acquisition and ending 
on the date upon which its taxable year 
would have ended if there had been no 
acquisition of its assets. Proposed Regu- 
lations Sec. 1.381(b)-1(c). 


Transfer date 


The Proposed Regulations relating to 
Section 381(b)(2) (determination of the 
date of distribution or transfer) recog: 
the 
of distribution or transfer will be con- 
sidered to precede the day upon which 
the distribution or transfer is in fact 
completed (but in no event shall the 
prior date apply unless “substantially 
all” of the property has then been dis 


nize two situations in which date 
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tributed or transferred and the com- 
ponent ceases all operations other than 
liquidating activities after that prior 
date): (1) if the component files a state- 
ment of.the facts with the Commis- 
sioner as detailed in Proposed Regula- 
tions Section 1.381(b)-1(b)(3), or (2) if 
the completion of the distribution or 
transfer is unreasonably postponed (Pro- 
posed Regulations Section 1.381(b)-1(b) 
2)). The question as to whether an ac- 
quisition transaction is “unreasonably 
postponed” is of course factual and may 
be utilized by the Commissioner to com- 
pel a carryover as of a day preceding the 
day upon which the acquisition is in 
fact completed, but whether to file a 
statement falls within the discretion of 
the taxpayer. Proposed Regulations Sec- 
1.381(b)-1(b)(3) forth the 
mechanical requirements of such a state- 
ment although apparently the mere fil- 
ing of it will cause the earlier date of 
distribution or transfer to apply. 

Section 381(b)(3) states that an ac- 
quiring corporation is not permitted to 
carryback a net operating loss to a tax- 
able year of a component corporation. 
Proposed Regulations Section 1.381(c) 
(1)-1(b) also states that if a component 
corporation remains in existence after 
a date of distribution or transfer any 
net operating loss sustained by it after 
that date may be carried back to a 
prior years of the component but may 
be used in computing any net 
operating loss deduction of the acquir- 
ing corporation. 


tion sets 


not 


Only one acquirer 

The only seriously controversial por- 
tion of the proposed Regulations is that 
only one corporation be an ac- 
quiring corporation in each acquisition 
but attempt of the 
Regulations to provide for allocation of 
carryovers among various corporations 
vould exceed the province of Regula- 
ions. [It 


may 


transaction, any 


= 


might be 


noted that hearings 


‘fore the Internal Revenue Service 


rlier this Spring provoked little con- 


roversy among tax practitioners.—Ed.] 


he Advisory Group’s proposed amend- 
ents to Section 381 would allow alloca- 


tions of carryovers among several ac- 


quiring corporations in situations in 


- 


hich not all of the assets are acquired 


by one corporation. Perhaps this will 
the law of the future, but the Com- 
missioner is charged with the duty of 


erpreting and applying present law, 


and he should not be criticized for re- 


fusing legislate interstitiallv. Ww 
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Hazards which today threaten horsh 


tax consequences of redemptions 


by LAURENCE F. CASEY 


Unreasonable accumulation penalties, attribution rules, and misconceptions about 


Section 337 are only a few of the difficulties faced by taxpayers proposing a corpo- 


rate redemption today. Mr. Casey takes us on a gentle tour of some of these un- 


resolved areas, and points out where others have got into trouble. While the answer, 


he says, is surcease from compounding complications, his discussion does help the 


careful tax man to stay away from the fire. 


She AX THAT FELL on the taxpayer's 
neck in Pelton Steel is a rough in- 
dication of what can happen to well- 
meaning stockholders when they embark 
on a liquidation or redemption. Here 
the Seventh Circuit applied the penalty 
for unreasonable accumulation of sur- 
plus where such accumulation was to 
finance, or to recoup the cost of, re- 
demption of the stock of a 50% stock- 
holder.1 The penalty may apply not only 
to the accumulation years, but to the re- 
demption years as well;? and apparently 
the Service will assert the surtax not 
only for the years of accumulation and 
redemption but also for the years in 
which installment pay-out takes 
place.3 The problem is sometimes gen- 
erated by accumulations to discharge in- 
debtedness incurred newly 
ganized corporation in order to acquire 


an 


by a or- 


the stock of another corporation, into 
which the acquiring corporation is then 
merged. Obviously, any risks under Sec- 
tion 531 must be appraised by the con- 
tinuing stockholders in determining the 
price to be paid for the stock of a with- 
drawing stockholder; 
realistic 


it would seem un- 
at book 
value if the redemption will result in 


to redeem such stock 


charging the remaining interests with a 


38.5% surtax for all open years. 
Although the stockholders, rather 
than the corporation, are primarily 


a transaction 
qualifies as a partial liquidation, the 
qualification tests are applied at the 
corporate level; 


affected by whether or not 


hence the subject war- 


1 Pelton Steel Casting Co., 28 TC 153, 

F.2d 278 (7th Cir. 1958). 

State Steel Foundries, 

® Barrett Hamilton Inc., 

1959); 
(DC 

* Regs. 


2 Mountain TCM 1959-59. 
(DC Ark. 


— F. Supp. 


— F. Supp. - 
Engineering Corp. of America, 
Ind. 1959). 
Section 1.537-2(a) lists the following as a 
reasonable ground for accumulation: 
““(3) To provide for the retirement of bona fide 
indebtedness created in connection with the trade 


or business, such as the establishment of a sink- 


rants discussion under that heading. The 
qualifying conditions are that the distri- 
bution (1) be one of a series in complete 
liquidation of the corporation® or (2) be 
not essentially equivalent to a dividend, 
and (3) be in redemption of a part of 
the stock pursuant to a plan, and (4) 
occur within the taxable year in which 
the plan is adopted or the succeeding 
taxable year.6 Condition (2) is satisfied 
if the attributable to 
cessation of a business conducted during 


distribution is 


the preceding five years and not ac- 
quired in a taxable transaction during 
such period and if the corporation, im- 
mediately after distribution, is actively 
cngaged in a business conducted during 
the preceding five years and not ac- 
quired 
such period.? 


a taxable transaction during 
As succinctly stated in a 

“in order to qualify as 
a partial liquidation, the distribution 
must result from the cessation of a busi- 


private ruling, 


ness which has been actively conducted 


throughout the five years immediately 
prior to the distribution, or must result 
from a genuine contraction of the busi- 
ness of the corporation.’’§ 

Practically speaking, a qualifying par- 
tial liquidation will not be attempted 
except on the basis of an advance favor- 
able Service ruling, which, incidentally, 
is not liberally granted.® Pertinent ques- 
tions encountered in applying for a rul- 
How 
paid out? In what form will it be paid? 
When the 


pleted? 


ing area include: much is to be 


will distribution be com- 


ing fund for the purpose of retiring bonds issued 
by the corporation in accordance with contract 
obligations incurred on issue;”’. 

5 Section 346(a) (1). 

® Section 346(a) (2). 

7 Section 346(b). 

SCf. Union Starch & Refining Co. Inc., 
1041. 

® Cf. private ruling, May 9, 1958, 1958 CCH FTR 
par. 6359 involving proposed distribution of Gen- 
eral Motors Corp. stock by DuPont Co. 


31 TC 
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As to the first question, neither the 
decisions nor the rulings policy afford 
any guidance or yardstick. If there is 
a genuine contraction, the distributable 
portion would seem to be the amount 
liberated by cessation of the particular 
activity. Thus, if a plant was sold for 
$100,000 and at the time was unencum- 
bered, but if, within the preceding six 
months, for example, the corporation 
had paid off a $60,000 mortgage, then 
the distributable amount would seem to 
be $40,000 rather than $100,000. 
Secondly, the current rulings policy 
seems to require sale of assets at the 
corporate level and distribution of the 
proceeds;!9 but where a bona fide at- 
tempt to sell the assets is unsuccessful, 
distribution in kind has been permitted, 
subject to a warning that the Court 
Holding1! doctrine may be invoked with 
regard to subsequent sales by recipient 
Although 336 
makes clear that the mere distribution 


stockholders. Section 
in partial liquidation is not an income 
realization to the distributing corpora- 
tion, gain on a subsequent sale may still 
be attributed to the corporation if the 
transaction was substantially negotiated 
at the corporate level, because the statu- 
tory relief against such result provided 
in Section 337 does not extend to sales 
following distributions in partial liqui- 
dation. As a general practice, any rul- 
ing under Section 346 will reserve opin- 
ion as to the possible application of the 
Section 531 surtax. 

Thirdly, any proceeds of sale may not 
be used in the business but must be dis- 
after the 
sonably possible.12 Moreover, a favor- 


tributed as soon sale as rea- 
able ruling would be vitiated, in all 
probability, if the corporation branched 
into another activity following a partial 
liquidation.18 

It appears from the foregoing condi- 
tions that the partial liquidation route 
to capital gain treatment may involve 
the 
ration’s future freedom of operation, a 


burdensome restrictions on corpo- 
deterrent which will be avoided if the 
capital gain objective can be accom- 
plished via a redemption of stock which 
302. On the 


other hand, the attribution rules prob- 


qualifies under Section 


lem is not encountered in a partial liqui- 
dation, and pro rata distributions, pro- 
scribed under Section 302, are per- 
mitted. 

Section 337 was enacted to relieve pos- 
sible double taxation of gain incident 
to the winding up of a corporate busi- 


ness and the disposition of its assets. It 
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is a common misconception that this sec- 
tion affords absolute and complete im- 
munity against realization of income at 
the corporate level during the 12 months’ 
liquidation period, although the statute 
is plainly restricted to gains from sales 
and exchanges within such a_ period. 
Thus, rulings have been published to 
make that, Section 337 notwith- 
standing, income is realized upon re- 
storation of a bad debt reserve to sur- 
plus during the liquidation period, 
and interest earned to the date of sale 
by a cash basis taxpayer must be accrued 
and taxed in that year.15 

Gain is recognized unless the liquida- 
tion is genuine and final in character. 
Thus, current policy is to deny Section 
337 treatment if controlling stockholders 
in the liquidating corporation hold or 


clear 


acquire more than a 50% interest in a 
corporation which purchases the assets 
of the liquidating corporation.16 

Although Section 337 precludes recog- 
nition of gain on installment receivables 
acquired in respect of an otherwise 
qualifying sale or exchange, this does 
not extend to previously acquired in- 
stallment receivables;17 hence, interest- 
ing factual issues remain open for liti- 
gation in the Court Holding area re- 
garding such assets. Assume that follow- 
ing negotiations for sale of the corporate 
assets, including such receivables, the 
transaction takes the form of a sale of 
stock for cash to an acquiring corpora- 
tion, which promptly liquidates its new 
subsidiary. Since the liquidation would 
be under Section 332, Section 453(d)(4) 
would preclude recognition of gain to 
the liquidated corporation, and since 
the receivables would take a stepped-up 
basis to the parent, the deferred gain on 
the receivables would wholly escape tax 
at the corporate level — a _ prospect 
which, depending upon the extent of 
prior negotiations, might impel the Serv- 
ice to attempt attribution of such gain 
to the liquidated corporation under the 
Court Holding doctrine.18 

There is no ready answer to the di- 
lemma faced by those liquidating a 
corporation which is vulnerable to 
classification as a collapsible corporation 
under Section 341, and thus ineligible 
the benefits of Section 337. The 
difficult decision is whether to have the 
corporation sell its assets in a Section 
337 liquidation, rather than liquidate 
first and have the stockholders sell. The 


maximum cost in the first case (assuming 


for 


that the assets are not stock in trade) 
would be a double capital gains tax, 


which would still leave a net recovery 
of 56.25% of the gain to the stock- 
holders, as opposed to a much smaller 
recovery to high bracket stockholders if 
the liquidation generates ordinary in- 
come to them under Section 341.19 Of 
course, followed by 
sale by the stockholders, would be in- 
dicated if they are insulated against 
ordinary income under one of the escape 
clauses of Section 341(d). 

Since liquidations under Section 333 
are not protected under Section 337, 
care must be taken in such situations, 
where the corporation is indebted to its 
stockholders, so that distribution of the 
appreciated property will not be treated 
first as in payment of such indebted- 
ness before being applied on the stock; 
such disposition would generate 
taxable income to the corporation and 


liquidation first, 


any 


equivalent dividend income to the stock- 
holders.?° 


Danger in attributions 


A redemption of stock may qualify for 
capital gain treatment under any of 
three provisions of Section 302, i.e., as 
not being essentially equivalent to a divi- 
dend, as constituting a disproportionate 
redemption, or as effecting a complete 
termination of the distributee’s interest. 
The same tax result may ensue in cer- 
tain partial liquidations, ordinarily fol- 
lows in any complete liquidation, and is 
permitted in certain redemptions of 
stock to pay estate taxes. 

A redemption is substantially dispro- 
portionate when the shareholder’s hold- 
ings of common stock after distribution 
are less than 80% of his holdings before 
the distribution, provided, in any event, 
that the shareholder owns less than 50% 
of the voting stock after the redemption. 
Here, as in the case of complete termina- 
the Section 
318 may, in many cases, bar capital gain 


tion, attribution rules in 


10 But cf. Regs. Section 1.346-1(b). 
11 Court Holding Co., 324 U.S. 331 
12 Rev. Rul. 58-565. 

18 For qualifying distributions, see Standard Linen 
Service Inc., 38 TC No. 1; Rev. Ruls. 59-240, 57- 
334 and 56-513. 


(1945). 


14 Rev. Rul. 57-482. The Tax Court agrees: West 
Seattle Nat’l Bank, 33 TC No. 40. 

15 Rev. Rul. 59-120. 

16 Cf. Rev. Rul. 56-541. 

17 Section 337(b) (1). 

18 Cf. Cumberland Pub. Sve. Co., 338 U.S. 451 


(1950). 

19 See generally, Rev. Rul. 58-241. 

20 Cf. Houston Natural Gas Corp., 173 F.2d 461 
(CA-5 1949). 

21 Rev. Ruls. 56-103, 58-111. 

22 Rev. Rul. 59-233. 

% Section 1.302-4(a); see comments, Bulletin of 
ABA Sec. of Taxation, p. 30-31. Jan. 1960, p. 36. 
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The shareholder is consid- 
ered the owner of stock held by his 
children, grandchildren and 
parents (the family attribution rules), or 
by partnerships, corporations, trusts, or 
estates in which he has an interest,?1 
except that if the stockholder desires 
to sever completely his interest in a 
corporation in which his family is also 
interested. the family attribution rules 
are waived if the shareholder surrenders 
all interest other than as a creditor, re- 
acquires no interest other than by be- 
quest or inheritance for the ten ensuing 
and has not transferred or re- 
ceived stock of the corporation to or 
from a related person or entity within 
ten years prior to the distribution.?2 
Iwo recent developments typify the 
Service’s rigorous application of the con- 
cepts underlying these rules, viz., that a 
family is to be treated as an economic 
and that beneficial rather than 
legal ownership of stock is the only 
yardstick for determining whether a 
stockholder has reduced, or entirely sur- 


treatment. 


spouse, 


years, 


unit, 


rendered, his interest in the corporation. 
Rev. Rul. 59-119 holds that the family 
attribution rules will not be waived so 
as to qualify the redemption as a com- 
plete termination of interest if it is 
agreed that a member of the taxpayer's 
law firm be appointed to the board of 
directors in order to protect the tax- 
payer’s interest as a creditor. Also, the 
Service has indicated that as a condition 
to the waiver of such rules, the required 
agreement of the taxpayer to notify the 
Service of any reacquisition of stock in 
the corporation must be timely filed 
with the taxpayer’s return; de- 
linquency in this respect renders the 
family attribution rules automatically 
operative.?3 


any 


Che uneven, almost capricious, opera- 
of the attribution rules has been 
widely criticized, e.g. the fact that re- 


tion 


attribution or double attribution is per- 


“Unless limited by Section 1.318-1(b) (2). 
= Regs. Section 1.318-3(a). Cf. Section 303. 
* See Rev. Rul. 57-387. 

* Business Week, Dec. 12, 1959, p. 
* H. R. 4459, Section 3. 

” Report of the Committee on Taxation, The As- 
sociation of the Bar of the City of New York, 
(Feb. 1955) p. 16. 

> Holsey, 258 F.2d 865 (3rd Cir. 1958); Rev. Rul. 


119. 


58-614. 


Rev. Rul. 59-286. 
2 Ibid 
Zenz v. Quinlivan, 213 F.2d 914 (6th Cir. 1954); 


Rev. Ruls. 55-745 and 54-458. 


* Cf. Television Industries Inc., 32 TC No. 126. 
Rev. Ruls. 57-334 and 56-513. 

® See, e.g., Lidden, 230 F.2d 304 

rev'g and remanding 22 TC 1220. 

Section 1.331-1(c) 


(6th Cir. 1956) 


* Regs. provide: “‘A liquida- 
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mitted in some instances, but forbidden 
in others. For example, stock owned by 
a partner or by a beneficiary of an estate 
is deemed to be owned by the partner- 
ship or estate and in turn is treated as 
owned proportionately by the partners 
or beneficiaries thereof.24 As a result, 
ownership of stock may be attributed to 
a person who has little or no economic 
connection with the actual owner of 
the stock. On the other hand, stock 
owned by the son-in-law of a deceased 
controlling stockholder would be at- 
tributed to the former's wife but not to 
her father’s estate, rendering it possible, 
under given percentages of ownership, 
for the estate to effect a qualifying dis- 
proportionate redemption of its interest. 
In contrast, if two brothers own, say, 
70%, and 30% respectively of a corpora- 
tion, and the larger stockholder dies, 
bequeathing a one-fourth interest in a 
residuary trust to his brother, the estate 
could not, under existing law, qualify 
redemption of its stock either as a dis- 
proportionate redemption or a complete 
termination of interest, since, following 
redemption of its stock, the estate would 
still own, constructively, more than 50% 
of the outstanding voting stock. But the 
redemption would qualify if, for exam- 
ple, the survivor was entitled to a specific 
legacy, rather than a continuing in- 
terest, and received payment thereof be- 
fore the redemption took place.?5 
Thus, the attribution rules place a 
high premium both on careful estate 
planning, including periodic review of 
buy-sell stockholders’ agreements in fam- 
ily-owned businesses, and on careful ad- 
ministration.26 In all probability, their 
vise-like grip has been an impelling fac- 
tor in the many mergers during the past 
year of closely-held investment com- 
panies into regulated mutual funds.27 
There is some prospect of relief in pend- 
ing legislation; specifically, “re-attribu- 
tion” in the cases of partners, corpora- 
tion which is followed by a transfer to another 
corporation of all or part of the assets of the 
liquidating corporation or which is preceded by 
such a transfer may, however, have the effect of 
the distribution of a dividend or of a transaction 
in which no loss is recognized and gain is recog- 
nized only to the extent of ‘other property.’ See 
sections 301 and 356.” 
%8 The Conference Committee stated (Report No. 
2543, 83d Cong. 2d Sess. p. 41): “The House bill 
in section 357 contained a provision dealing with 
a device whereby it has been attempted to with- 
draw corporate earnings at capital gains rates by 
distributing all the assets of a corporation in com- 
plete liquidation and promptly reincorporating 
the business assets. . . . It is believed that this pos- 
sibility can appropriately be disposed of by judi- 


cial decision or by regulation within the frame- 
work of the other provisions of the bill.” For a 


$27 


[Mr. Casey is a member of the New 
York City law firm of Brown, Wood, 
Fuller, Caldwell and Ivey. He is a fre- 
quent writer and speaker on tax sub- 
jects. This article is based on a lecture 
at the University of Alabama Thirteenth 
Annual Tax Clinic.] 





trusts would be eliminated 
and, under the non-family attribution 
rules, a 5% limitation would be imposed 
respecting attribution from the indi- 
vidual to the entity, so as to eliminate 
de minimis computations.28 There is, 
however, no suggestion for broadening 
existing relief against the family attribu- 
tion 


tions and 


rules to cover such cases as Rev. 
Rul. 59-119, supra. The writer adheres 
to the view expressed in 1955 that such 
prohibitions and the elaborate provi- 
sions against reacquisition of a stock in- 
terest are much too complicated and 
arbitrary to be justified by the underly- 
ing objectives.29 


The remaining stockholder 


Attempts to charge remaining stock- 
holders with a constructive dividend 
the fact of the re- 
demption seem to have been abandoned 
by the IRS. Readers will recall the 
Service’s acceptance of the Holsey de- 
cision to the effect that where the stock- 


based solely upon 


holder had merely an option, but was 
not obligated, to acquire the other stock, 
his transfer of such option to, and exer- 
cise thereof by, the corporation did not 
generate a dividend to the remaining 
stockholder.89 Under a recent ruling 
(59-286), test be not 
whether the continuing stockholder was 
obligated to make the purchase but 
rather whether he, in reality, purchased 
the stock and had the corporation make 
payment in his behalf.31 The facts of 
the ruling were that under the terms of 


the appears to 


a stockholders’ buy-sell agreement, the 
continuing stockholder was “personally 


definitive analysis, see MacLean, “Problems of 
Reincorporation and Related Proposals of the 
Subchapter C Advisory Group,” 13 Tax Law Re- 
view, p. 407 (May 1958). 

% Cf, IRS private ruling, summarized in E£. I. 
DuPont de Nemours and Co., 1717 F. Supp. 1, 9 
(D.C. Ill. 1959). 

40 Rev. Rul. 58-402. 

41 Pat O’Brien, 25 TC 376; Warren, 171 F. Supp. 
846 (Ct. Cl. 1959); Campagna, — F. Supp. — 
(D.C. N.Y. 1959). But see Miller, 262 F.2d 584 
(CA-6 1958), aff’g 155 F. Supp. 767 (D.C. Ky. 
1951), ordinary income realized on collection of 
mortgage notes which had no ascertainable fair 
market value on distribution in liquidation. 

42 For a proposed solution deserving serious study, 
see Lewis, “‘A Proposed New Treatment for Cor- 
porate Distributions and Sales in Liquidation,” 
Tax Revision Compendium, Vol. 3, p. 1643 (1959). 
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obligated” either to purchase the stock 
owned by the estate of the deceased 
stockholder, or to vote his own stock for 
liquidation. Noting that the decision to 
have the corporation rather than the re- 
maining stockholder redeem the estate’s 
stock was “for corporate business rea- 
the Service stated: 

“The corporate action in redeeming 
[the estate’s stock] relieved [the remain- 
ing stockholder] of his personal obliga- 


sons,” 


tion under the agreement. However, at 
no time did [the remaining stockholder] 
purchase the redeemed shares or obli- 
gate himself to do so; consequently, the 
instant case is distinguishable from the 
case of Wall v. U. S....” 

Nevertheless, if, in reality, the stock 
is purchased by the remaining stock- 
holder and paid for by the corporation, 
such payment will be considered a con- 
the remaining 
stockholder. It is to be hoped that this 
realistic approach will be reflected in 


structive dividend to 


administrative settlements, avoiding 
harassing litigation of situations where a 
direct redemption of stock was intended 
and, in substance, carried out. The moral 
is that buy-sell agreements should desig- 
nate the corporation, rather than the re- 
maining stockholder, as the party obli- 
gated to acquire the stock to be re- 
deemed. 

The foregoing ruling is but an appli- 
cation of the same realistic litigation 
policy which accepted the decision in 
the Zenz case, where a controlling stock- 
a 50% 


sider, the corporation thereafter redeem- 


holder sold interest to an out- 


ing the remaining 50% interest in which 
capital gain treatment was accorded to 
the distributions in redemption.®? Al- 
though the principle is settled, the Serv- 
ice naturally 
the 


remains free to litigate 


where transaction carried out was 
not what the parties involved have as- 


serted it to be.34 


Complete and partial liquidations 

In Rev. Rul. 59-240 the Service holds 
that, where circumstances change, a plan 
of complete liquidation may be modi- 
fied to one of partial liquidation, with 
the distributions qualifying for capital 
gain treatment under Section 346. The 
stockholders’ gain or loss is determined, 
the 


shares surrendered for redemption, ac- 


without reference to number of 
cording to the “relationship between the 
fair market value of the assets distributed 
the distribution and the 
the stock imme- 
distribution.” In 


at the time of 
value of 
such 


fair market 


diately before 


June 1960 


other words, the stock deemed to be sur- 
rendered (and consequently the amount 
of basis to be applied in determining 
gain or loss) will be in the same ratio to 
the total number of shares outstanding 
as the amount distributed bears to the 
total fair market value of the net assets 
of the corporation.%5 

Uncertainty still clouds the “liquida- 
tion-reincorporation” problem upon 
which, as of this writing, the courts have 
not yet passed in a case arising under 
the 1954 Code. The question arose in 
1939 Code cases in connection with a 
liquidation preceded or followed by a 
transfer of operating assets to a new 
corporation, the latter’s stock being dis- 
tributed in pursuance of the plan of 
liquidation.8® The Regulations are clear 
that any such liquidation distribution 
under the 1954 Code may be treated as 
a dividend.37 Although the statement 
seems devoid of statutory support, it is 
somewhat strengthened by a statement in 
the 1954 Code Conference Committee 
Report.88 Apparently, the Service will 
deny the dividend exclusion and credit 
and the dividends received deduction in 
respect of any such “dividend.”39 
definite standards 
available for measuring gain upon liqui- 
dation where the distribution includes 
an assignment of rights to future income 
whether such rights are unconditional 
and fixed in 


In contrast, are 


amount or indefinite in 
amount and contingent in character; in 
any case the question is one of valuation. 
The subject is of broad interest because 
of the current tendency to relate the 
sale price of a going business at least in 
part to its future profits performance 
and because the benefits of an install- 
ment sale are not available to stock- 
holders if the sale of assets is effected on 





*“Dividends” paid pursuant to contract 
denied 85% credit. Taxpayer is a finance 
company. The unpaid balances of its 
loans were insured under credit insur- 
ance issued by an insurance company. 
Taxpayer bought all the preferred stock 
of the insurance company under a plan 
which required the insurance company 
to pay 90% of the net profit on this 
credit the 
preferred stock. The district court 
denied the 85% intercorporate dividend 
credit on these dividends. This court 
affirms, while avoiding the characteriza- 
tion of the transaction as a sham which 


insurance as dividends on 


a deferred payment basis at the corpo- 
rate level. The Service is emphatic that 
even deferred payment contracts which 
are contingent in the sense of being 
geared to future profits must be valued 
when distributed in liquidation,4® and, 
while the amount thus determined is 
entitled to capital gain treatment, any 
amounts received in excess of the re- 
turned valuation will be taxable as or- 
dinary income when received.*! 


Summary 


It appears, at least for the present, 
that we must continue to live with the 
attribution rules and other complexi- 
ties of the corporate-stockholder tax re- 
lationship mentioned above, inasmuch 
as prospects for. any thoroughgoing 
simplification in this area seem remote. 
The need for such reform, particularly 
in the liquidation area, and the failure 
of the present system from the stand- 
point of simplicity, equity and revenue 
protection, have been fully documented 
in testimony during the recent panel dis- 
cussions before the Ways and Means 
Committee on “Broadening the Tax 
Base.’’42 Anyone with substantial exper- 
ience in this field must hope that the 
program of piling refinement upon re- 
finement (witness the morass of Section 
341) has run its course. Almost any de- 
gree of simplification would be welcome 
to the practitioner who now must ex- 
pend an inordinate amount of time in 
factual and legal research to answer even 
elementary questions of clients. Lack- 
ing reform, there must be, at least, an 


end to constant tinkering with the 


present structure; otherwise, it will be- 
come so cumbersome, top-heavy, and 
incapable of administration that it will 
fall of its own weight. % 


may be ignored for tax purposes. The 
court holds that the profits on these 
policies never became part of the sur- 
plus of the insurance company from 
which dividends were paid but were 
merely a refund of premium. Liston 
Zander Credit Co., CA-5, 3/10/60, 


Corporation denied deductions on re- 
sort property used by shareholders. Tax- 
payer corporation had spent about $370,- 
000 to acquire and furnish a country 
home. The Tax Court found that, dur- 
ing the years at issue, it was not used 
for entertaining customers or other busi- 
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Its function then was as 
a vacation home for the stockholders 
and their families. The Tax Court al- 
lowed the corporation deductions 
for depreciation or maintenance in 
excess of*the amount of rent paid by 
the stockholders. However, the value of 
the use was not a dividend; the rent they 
paid (about $1,200 a month for the sum- 
mer months) was fair. This court affirms. 
International Trading Co., CA-7, 3/7/ 


60. 


ness purpose. 


no 


Fee to related S&L Association dis- 
allowed. Three brothers owned the stock 
of taxpayer corporation and the stock of 
a savings and association. The 
corporation developed a tract of land 
and claimed as the cost of some ninety 
houses $5,000 per house. The court finds 
no proof that the cost was more than 
$4,000 and if the additional $1,000 was 
paid, as claimed, to the savings and loan 
association as a financing fee, it would 
be allowable. The brothers were 
merely attempting to obtain a deduc- 
tion for the taxpaying construction cor- 
poration by diverting funds to the ex- 
empt savings and loan association, from 
which they hoped to recover them at 
capital gain rates. Biltmore Homes, Inc., 
rCM 1960-53. 


loan 


not 


Foreclosure loss was trust’s; beneficiaries 
basis unchanged. Taxpayers held inter- 
ests in each in- 
vestor having a participating fractional 
interest in bonds and mortgages held by 
the 


an investment trust, 


trustee. The trustee foreclosed the 


mortgages, sold the properties and dis- 
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tributed the proceeds in liquidation of 
the fractional interests. The Tax Court 
held that the beneficiaries’ basis was 
unaffected. The loss on foreclosure was 
suffered by the trustee. 
on distribution of the 
payers were entitled to their 
loss by their original investment. 
Markle, 17 TC 1593, acq. IRB 1960-7. 


Consequently, 
proceeds, tax- 
measure 


Incorporating building that had been 
mortgaged in excess of basis results in 
ordinary income [Old Law). Taxpayer 
owned an apartment house with a basis 
of about $87,000. He mortgaged it for 
$250,000 and three months later trans- 
ferred it, subject to the mortgage, to a 
newly created corporation in exchange 
for all the corporation's stock. Under the 
1954 Code, gain is recognized to the 
extent that liabilities assumed by a con- 
trolled corporation in such an exchange 
exceed the transferor’s basis. However, 
this transaction is subject to the 1939 
Code, which contained only the general 
rule that assumption of liabilities in an 
otherwise tax-free exchange will not re- 
sult in gain unless the principal pur- 
pose was to avoid income tax. The court 
finds that here the taxpayer had _ busi- 
ness and personal reasons for mortgag- 


ing and incorporating the building. 
Conceding that under these circum- 
stances, the transaction fell literally 


within the tax-free-assumption-of-liabili- 
ties provisions, the court holds, never- 
theless, that the purpose of the statute 
was to defer tax not to forgive it. Unless 
the gain is recognized at the assumption 
of the liability, the profit realized 
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through the mortgaging will never be 
taxed. For that reason the court holds 
that while the assumption of the liabil- 
ity up to the amount of taxpayer's basis 
is tax free of the basis, 
And it is taxable 
as ordinary income to the extent ap- 
plicable to the appreciation in the de- 
preciable assets under the law denying 
capital gain treatment to gains on sales 
of depreciable property between related 
persons. Three dissenting judges would 
find that tax avoidance was the purpose 
of the assumption of the liability and 
so would the entire gain 
on the exchange of the property for the 
stock. Easson, 33 TC No. 109. 


as a recovery 
the excess is taxable. 


recognize 


Earnings permitted to accumulate be- 
yond reasonable needs of business. Tax- 
payer, a closely held family corporation 
engaged in the garment manufacturing 
business, is held to have accumulated 
unreasonably. Taxpayer had 
contended that it adopted a plan to 
erect a new plant and needed the ac- 
cumulated earnings to reduce whatever 
borrowings might be necessary when the 


surplus 


plan was put into effect. The court, 
however, finds the plan was quite gen- 
eral, not only as to the type of plant, 
but also as to the time of implementa- 
tion, which was quite indefinite and not 
within the reasonably calculated future. 
It upholds the penalty tax. Barrow Mfg. 
Co. Inc., TCM 1960-38. 


Plan of liquidation preceded sale. The 


evening before completing a contract 


to sell its franchise and assets, taxpayer's 
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stockholders determined to wind up its 
affairs. The actual sale of the assets took 
place two months later, and the formal 
steps toward dissolution of the tax- 
payer-corporation were completed seven 
months after that. The court finds tax- 
payer had adopted a plan of dissolution 
prior to the sale. The gain is not recog- 
nized under Section 337. As required by 
that section, taxpayer had adopted a 
liquidation plan and distributed all its 
assets within 12 months. No gain is 
recognized on its sales within the 12 
months. Powell’s Pontiac-Cadillac, Inc., 


DC N. J., 2/15/60. 


Rights to insurance renewal commis- 


sions valued. Taxpayer had been a 


stockholder in an insurance agency 
corporation liquidated in 1950. He had 
received part of the rights to renewal 
commissions on some 5,000 policies. At 
issue here is the treatment of the collec- 
tion of such commissions in 1953 and 
1954. The Tax Court finds that while 
at the time of liquidation it might not 
have been possible to determine whether 
any particular policy would be renewed, 
the insurance industry has developed 
techniques for valuing these rights, 
which are frequently used as collateral 
in commercial loans. Lacking evidence 
on which to find value in that way, the 
court applies the Cohan rule and values 
the rights. Renewal commissions re- 
ceived in the years at issue, to the extent 
they exceed the value at liquidation, are 
ordinary income. Goldstein Estate, 33 
TC No. 116. 


Realization of gain on collapsible stock 
unaffected by installment election. ‘The 
collapsibility rules of Section 341 do not 
apply to gain realized after the expira- 
tion of three years after completion of 
the property. The question here ruled 
upon is whether an election to report 
a sale of stock in a corporation deemed 
collapsible under the installment 
method has an effect on that three-year 
rule. The IRS says it does not. The in- 
stallment method defers payment of tax; 
it does not defer realization of gain, the 
criterion under Section 341. Rev. Rul. 
60-68. 


Sale of one controlled corporation to 
another is not a dividend [Old Law] 
{Acquiescence]. Taxpayers sold stock in 
one controlled corporation to another 
corporation they owned. The Tax Court 
held the proceeds of sale could not be 
treated as a dividend. The Third Cir- 


cuit affirmed (178 F.2d 10). The previ- 
ous nonacquiescence in the Tax Court 
decision is now withdrawn. [The Code 
was amended in 1950 to require the 
treatment of the proceeds of such a 
sale as a redemption of the stock of the 
purchasing corporation, and hence tax- 
able under some circumstances as a divi- 
dend.—Ed.] Wanamaker Trust, 11 TC 
365, acq. IRB 1960-6. Similarly Cramer, 
20 TC 679, acq. IRB, 1960-6. 


Oil development group not taxable as 
a corporation. A number of investors 
in oil leases on nearby land agreed with 
three organizers to develop the proper- 
ties as a unit. Each investor gave the 
organizers a power of attorney to ar- 
range for the development of the prop- 
erty, to enter into operating agreements, 
etc. These powers of attorney were 
revocable on 10 days notice. The court 
finds, considering the revocability of 
the power, that the group did not have 
the degree of centralized management 
necessary to classify it as a corpora- 
tion for tax Stierwalt, DC 
Wyo., 3/9/60. 


purposes. 


Lawyer-investor denied business bad debt 
deduction. Taxpayer, a lawyer agreed to 
back a former client who was engaged 
in the development of a revolutionary 
The lawyer advanced 
stantial sums of money but the project 


machine. sub- 
failure. He claimed a_ business 
bad debt deduction for the amounts ad- 
vanced. On the ground that the lawyer 
was not in the separate ousiness of pro- 


was a 


moting, financing, managing or making 
loans to businesses, the Tax Court held 
that this was not a business bad debt. 
Further, the court noted that the tax- 
payer did not show he had ever re- 
ported ordinary income from a _ profit- 
able venture and suggests that there is 
a separate business only where there is 
material and continuous business ac- 
tivity. Protecting, enhancing or manag- 
ing one’s investments, no matter how 
extensive or time-consuming, is not a 
separate trade or business. This court 
affirms, commenting that while the Tax 
Court unreasonably have 
reached an opposite view, its finding of 


might not 


fact is not clearly erroneous. Taxpayer 


relied on Biblin (227 F.2d 692) but he 
did not show he contributed substan- 
tially 50% of his time to business promo- 
tion as did the taxpayer there. Rollins, 
CA-4, 3/15/60. 


Involuntary conversion not sale for 


liquidation nonrecognition rules. Tax- 
payer’s plant and equipment were com- 
pletely destroyed by an explosion; it 
recovered from its insurance company 
an amount about $18,000 in excess of 
the adjusted basis of the assets. There- 
after it adopted a plan of complete 
liquidation and distributed all of its 
assets to its stockholders. Section 337 
of the 1954 Code generally provides for 
nonrecognition by a corporation of a 
gain on the sale or exchange of its 
assets where a complete liquidation fol- 
lows within a specified period. Taxpayer 
argued that these nonrecognition provi- 
sions should apply to its gain though 
realized by involuntary conversion not 
sale. The Tax Court disagrees; an in- 
voluntary conversion is not, it says, a 
sale or exchange. It refuses to follow 
Towanda Textiles, Inc., in which the 
Court of Claims held (2/3/60) that fire 
insurance proceeds in excess of adjusted 
basis of the destroyed property received 
by a corporation while it was being 
liquidated were not taxable under Sec- 
tion 337. Kent Manufacturing Corp., 33 
TC No. 105. 


Gain recognized upon failure to prove 
exchange of like properties. Taxpayer's 
father had left his farm consisting of 
94.5 acres to his wife and two daughters 
giving each a 14 undivided interest. The 
heirs sold off a 91 acre tract of the farm. 
Taxpayer, one of the daughters, alleged 
that she traded her interest in the larger 
tract for her mother’s and sister’s in- 
terest in the remaining 3.5 acres con- 
taining a rented dwelling, and that ac- 
cordingly she effected a like kind ex- 
change upon which no gain or loss was 
recognized. ‘he court notes that had the 
heirs exchanged deeds to accomplish 
such a transfer of interests before the 
contract for sale of the other tract was 
made, there could be no question of 
this. However, as there was no proof 
that the alleged transfer occurred prior 
to the sale, the daughter was taxable on 
one third of the gain on the 91 acre 
tract. Estill, TCM 1960-64. 


Loan by stockholder a nonbusiness debt. 
A bad debt resulting from a loan to a 
corporation by T, a stockholder, is con- 
sidered as a nonbusiness bad debt in 
the absence of proof that taxpayer was 
engaged in the trade or business of 
promoting, organizing, managing, fi- 
nancing and making loans to business 
enterprises as a regular and continuing 
activity. Ziegenhorn, TCM 1960-66. 











I 


h oO 
op 
cai 


the 


otl 
tio 
cei 
rig 
sto 
pre 


suc 


pe! 


nA 


the 
sho 
tax 
the 


the 
in 
\ 
ally 
abi 
fail 
Cor 
ma 
em, 
ed. 
plo 
tor 
bee 
tail 
opt 
circ 
in 
whi 
bec 
mor 
the 
disc 
the 


Ow 
the 
ire 
ted 
ved 
ing 
seC- 


33 


er’s 

of 
ters 
The 
rm. 
ged 
rger 

in- 
con- 

ac- 
ex- 
was 
. the 
olish 
the 
was 
n of 
roof 
orior 
e on 


acre 


r Was 
ss of 
r, fi- 
siness 
luing 


). 





CORPORATE & PERSONAL PROBLEMS IN . 


Taxation of compensation 


EDITED BY JOHN P. ALLISON, LL.B. 





IRS errs in denying that non-restricted 


options can be compensation at grant 


by ROBERT J. McDONALD 


When someone who is not an employee recewes a stock option as compensation, 


how is he taxed? Mr. 


McDonald finds the newly issued regulations on non-restricted 


options unclear on the point but concludes that, under the case law, compensation 


can arise at grant, and he offers the opinion that if the regulations are contrary, 


they are invalid. 
\ 'TORNEYS, UNDERWRITERS, investment 
and real estate brokers, finders and 
others, none of whom is in any tradi- 


tional sense an employee, sometimes re- 


ceive compensation in the form of 
rights, options or warrants to purchase 
stock. Three questions immediately 


present themselves: 

1. Is it possible to grant an option to 
such a non-employee other than as com- 
pensation? 

2. Assuming the option is granted to 
the non-employee as compensation, 
should there be any difference in the 
tax treatment of the non-employee and 
the employee? 

3. Assuming the answer to (2) is that 
there should be no difference, is there 
in fact a difference? 

While we have to consider occasion- 
ally in the case of an employee the tax- 
ability of non-restricted options which 
fail to qualify under Section 421 of the 
Code, restricted stock options offer so 
many advantages that the non-restricted 
employee option has virtually disappear- 
ed. The reasons are patent. In the em- 
the certainty of the statu- 
tory benefits of the restricted option has 


ployee case, 


been so manifest because of the uncer- 
non-restricted 
options that, other than in very special 
circumstances, 


tainty of treatment of 
there is not much sense 
in the use of options other than those 
which qualify as restricted. Occasionally 
because of error, such as an inadvertent 
as the term is defined in 
the Section 421 sense, of an option which 
disqualifies one previously entitled to 
the statutory treatment or because of the 


modification, 


difficulties in valuing with relative cer- 
tainty stock of a closely held corpora- 
tion, advice concerning a non-restricted 
option is sought. Consequently, we must 
know the rules applicable to the non- 
restricted employee stock option. How- 
ever, the more important area is that 
in respect of persons to whom options 
are granted as compensation, but who 
are not employees in the traditional 
sense. 


Compensation must arise 


In the LoBue case the Supreme Court 
(351 U.S. 243) concluded categorically 
that any option granted by an employer 
to an employee (in the traditional sense) 
is essentially compensatory in nature, 
and summarily discarded the strained 
dichotomy of many previous cases which 
distinguished a proprietary option from 
Court said 
that gross income, as defined in the 
Code, 


a compensatory option. The 


was broad enough to include all 
gains except those specifically exempted; 
it went on to state that the only exemp- 
tion in employee option cases which 
could possibly apply was the gift ex- 
emption and such options are not gifts 
in the statutory sense. 

It seems to me that the Supreme 
Court was eminently correct in discard- 
ing the distinction between proprietary 
and compensatory options. If persons 
are granted options 
other 


the options should 


rendering services 


without adequate consideration 
than the services, 
give rise to compensation in some 
amount at some point. 


I would conclude that just as it is 
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now virtually impossible in the case of 
an employee to grant, and I stress the 
word grant, an option without giving 
rise to some measure of compensation 
at some point, it should be similarly im- 
possible to grant, and again 
grant, 


I stress 
an option to a non-employee 
rendering services without giving rise to 
some measure of compensation at some 
point. 

Assuming we conclude that an option 
granted to the non-employee gives rise 
to compensation, should there be any 
difference in federal tax treatment be- 
tween the employee and the non-em- 
ployee? factual differences 
between the two cases, of course, but 
these differences 
should give rise to different rules. The 
employee in the traditional sense to 
whom an option is granted is expected 
to have a continuing association with 
his employer, and in theory, at least so 
the proxy statements 


There are 


I am not sure that 


which describe 
such options say, the employee will have 
the incentive by the grant of the option 
to redouble and quadruple his efforts 
(the implication being that he has the 
physical stamina to do this) in the 
company’s behalf and thereby benefit 
all of the stockholders. On the other 
hand, the non-employee receives his or 
its options generally for short-lived or 
one-shot services. The factor that the 
option did not depend upon continuing 
employment or could be exercised with- 
out regard to continuing employment 
used to be one of the grounds for 
This 
distinction, or these distinctions, in my 
mind are 


stating an option was proprietary. 


not sufficient to give different 
results; however, they do sharpen clear- 
ly the issue as to what is or should be 
the intended compensation. 

Thus, I would conclude that there 
should be no difference in tax treatment 
between the 


compensatory option 


granted to the non-employee. 


Who is an employee? 


Section 421 of the Code is labeled 
“Employee Stock Options.” The favor- 
able rights and privileges granted under 
the section accrue only to an employee; 
the language of the section says spe- 
cifically that the section shali not apply 
unless the individual to whom the op- 
tion is granted is an employee. Section 
421 is a relief provision. It seems to be 
clear that Section 421 does not apply 
to an option granted as compensation 
(1) to an employee under terms that fall 
outside Section 421, or (2) to a non- 
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employee. Thus, it seems clear that in 
considering options to others than em- 
ployees, we are thrown back to general 
law. 

What the new Regulations, 
Section 1.421-6? At first glance, it would 
seem that these new Regulations pur- 


about 


port to cover all compensatory options, 
whether or not granted to persons whom 
we would consider in any traditional 
so long as they do 
not qualify as “restricted stock options.” 


sense as “employ ees’, 


The Regulations provide: 

“*(b) 
terms. (1) For the purpose of this sec- 
includes the 
right or privilege of an individual to 


Meaning and use of certain 


tion, the term ‘option’ 
purchase property from any person by 


virtue of an offer continuing for a 
stated period of time, whether or not 
irrevocable, to sell such property at a 
stated price, such individual being under 
no obligation to purchase. 

“(2) As used in this section, the term 
‘employee’ includes any person who 
performs services for compensation, the 
term ‘employment’ includes the perform- 
ance of such services, and the term ‘em- 
ployer’ includes the person for whom 
such services are performed.” 

These definitions, especially this latter 
one, are extremely broad. Does this 
definition of “employee,” “employment” 
and “employer” cover anyone who re- 
ceives an option as compensation? I 
don’t think so. I think that they must 
be taken in the context of Section 421, 
the section pursuant to which the Regu- 
lations are promulgated which covers 
specifically “employees” only. Again, the 
of the 


speaks of grants to employees, and covers 


initial paragraph Regulations 


restricted stock options which become 


unrestricted because of modifications, 


or premature sales of the option or stock 
by an employee granted a restricted 
stock option. These latter two situations 
can only cover “employees” in the tradi- 
tional sense. However, if I am wrong 
and if the Regulations are intended to 
cover those who are not employees, a 
real question of their validity would be 


raised. 


Can option be compensation? 


If these new Regulations do cover 


non-employees, then we must consider 
the validity of the position they take 
that the grant of the option is not it- 
self compensation. Because, as I men- 


tioned above, relatively few non-re- 


stricted options are granted to em- 


ployees these days, the taxpayers most 
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concerned with correctness of the IRS 
position may be those who are not 
employees. As I see it the Regulations 
seem either to leave no room for the 
option itself to constitute the compensa- 
tion as distinguished from the spread 
at some later time, or to fudge the 
question as to whether the option it- 
self can be the compensation. In my 
opinion, regardless of the Regulations, 
the option itself can be the intended 
compensation even in the employee 
situation, and if the Regulations are to 
the contrary, they are invalid. 

In the Smith case, (324 U.S. 177) the 
Supreme Court said: 

“Where the option price is less than 
the market price of the property for the 
purchase of which the option is given, 
it may have present value and may be 
found itself compensation for 
services rendered.” 

The fact that the option price is less 
than the then market value of the stock 
is really no true test or final test of 
the value of the option. An option may 
have substantial value even though the 


to be 


exercise price is equal to or in excess 
the market value. The state- 
ment, however, indicates that the option 
itself may be the compensation. 
When Section 130A of the 1939 Code 
(now Section 421) was enacted, it was 
intended to overcome the harsh effects 
of the Smith case and the Regulations 
predicated thereon. When the option 
measures the compensation, there is no 
harsh effect of the Smith case to over- 


of then 


come, and the Committee Report indi- 
cates that in appropriate situations the 
option itself may be the compensation 
and the section was not intended to 
apply to such a situation. 

Let us put aside Section 421 which 
has no more meaning than to say what 
the effects are under the specific statu- 
tory provisions. To draw meaning from 
the statute itself, which is a relief pro- 
vision in certain specific situations as to 
the effects under the statute if its pro- 
visions met, seems wrong, 
though it may be exactly what the Treas- 
ury Department sought to do in pro- 
mulgating its Regulations. Consequent- 
ly we must go back to the LoBue case 


and other cases in respect to any com- 


are not al- 


pensatory option which does not qualify 
as a restrictive stock option. 


Lobue and timing income 


Under the LoBue case, the grant of 
the option itself may be the compensat- 
ing event. Since the Tax Court and the 


[Robert J. MacDonald is a partner in 
the New York iaw firm of Sullivan & 
Cromwell. This article is adapted from 
a talk he gave to the Association of the 


Bar of the City of New York this spring.} 





court of appeals had held that LoBue 
realized no income as a result of exer- 
cising the option, there was no occasion 
upon remand to consider whether the 
option itself was compensation. Thus, 
and most unfortunately, on remand the 
question was limited to the factual issue 
of whether the realized 
when the option was exercised or when 
the notes were paid and the stock issued. 
The only discussion on the subject of 
the option itself as compensation is in 
the Supreme Court. The Court said: 
“It is of course possible for the re- 
cipient of a stock option to realize an 
immediate taxable gain [meaning here, 
of course, immediate taxable compensa- 
tion]. See Commissioner v. Smith, 324 
U.S. 177, 181-182. The option might 
have a_ readily market 
value and the recipient might be free 
to sell his option. But this is not such a 
case. These three options were not trans- 
ferable and LoBue’s right to buy stock 
under them was contingent upon his 


income was 


ascertainable 


remaining an employee of the com- 
pany until they were exercised. More- 
the practice 
since 1923 has been to measure the com- 
pensation to employees given stock op- 
tions subject to contingencies of this 
sort by the difference between the op- 
tion price and the market value of the 
shares at the time the option is exer- 
cised. We relied in part upon this prac- 
tice in Commissioner v. Smith, 324 US. 
177, 324 U.S. 695. And in its 1950 Act 
affording limited tax benefits for ‘re- 


over, uniform ‘Treasury 


stricted stock option plans’ Congress 
adopted the same kind of standard for 
measurement of gains. [Again meaning 
when subject to such restrictions as non- 
transferability. This, in my opinion, is 
not a reasoned statement. I don’t think 
Congress said this.] Section 130A, Jn- 
ternal Revenue Code of 1939, as amena- 
ed, 64 Stat. 942. And see Section 421, 
Internal Revenue Code of 1954, 68 
Stat. 142. Under these circumstances 
there is no reason for departing from 
the Treasury practice. The taxable gain 
to LoBue should be measured as of the 
time the options were exercised and not 
the time they were granted.” 

Mr. Justice Frankfurter and Mr. Jus- 
tice Clark felt that this issue of the 
option grant being the compensatory 








eve 
Sup 
joir 
seni 
and 
case 
opt 
Jus 
the 
cise 
unc 
thal 
asse 
real 
thei 
tion 
at t 
ferr 
cise 
the 
fied 
tion 
resp 
fron 
no 

opti 
whe 
thro 
whe 
tran 
acqu 
to t 
othe 
be t 
sult 
betv 
tion 
dept 
circ 
exer 


respi 
med 
no | 
how 
diffe 
noti 
had 

give! 
June 
then 
upo! 
date 
allot 
unti 
and 


en 


of 


in 


re- 


an 


\Sa- 
p24 
xht 
ket 
ree 
ha 
ins- 
ock 
his 
ym- 
yre- 
tice 
om- 
Op- 
this 
Op- 
the 
xer- 
rac- 
U.S 
Act 
"Te 
TESS 
for 
ling 
10Nn- 
1, IS 
1ink 
Jn- 
end 
421, 
05 
nces 
from 
gain 
the 


| not 


Jus 
the 


atory 














event was not properly raised in the 
Supreme Court. Mr. Justice Harlan, 
joined by Mr. Justice Burton, in dis- 
senting, went right to the basic issue 
and, in effect, disagreed with the Smith 
case and the majority even where the 
options were subject to restrictions. Mr. 
Justice Harlan said: 

“In my view, the taxable event was 
the grant of each option, not its exer- 
cise. When the respondent received an 
unconditional option to buy stock at less 
than the market price, he received an 
asset of immediately 
realizable value, at least equal to the 
then-existing spread between the op- 
tion price and the market price. It was 
at that time that the corporation con- 
ferred a benefit upon him. At the exer- 


substantial and 


cise of the option, the corporation ‘gave’ 
the respondent nothing; it simply satis- 
fied a previously-created legal obliga- 
which the 
respondent merely converted his asset 
from an option into stock, should be of 
no consequence for tax purposes. The 
option should be taxable as income 
when given, and any subsequent gain 
stock, 
whether realized by sale of the option, if 
of the stock 
acquired by its exercise, is attributable 
to the sale of a capital asset and, if the 
other requirements are satisfied, should 


tion. That transaction, by 


through appreciation of the 


transferable, or by sale 


be taxed as a capital gain. Any other re- 
sult makes the division of the total gains 
between (compensa- 
tion) and capital gain (sale of an asset) 
dependent solely upon the fortuitous 


ordinary income 


circumstance of when the employee 
exercises his option. 

“The last two options granted to 
respondent were unconditional and im- 
mediately exercisable, and thus present 
no further problems. The first option, 
however, was granted under somewhat 
different circumstances. Respondent was 
notified in January 1945 that 150 shares 
had been ‘allotted’ to him, but he was 
given no right to purchase them until 
June 30, 1945, and his right to do so 
then was expressly made contingent 
upon his still being employed at that 
date. His right to purchase the first 
allotment of stock was thus not vested 
until he satisfied the stated condition, 
and it was not until then that he could 
be said to have received income, the 
measure of which should be the value 
of the option on that date... .” 

Let us look also at the footnote to his 
opinion. It provides: 


“Suppose two employces are given un- 


conditional options to buy stock at $5, 
the current market value. The first 
exercises the option immediately and 
sells the stock a year later at $15. The 
second holds the option for a year, ex- 
ercises it, and sells the stock imme- 
diately at $15. Admittedly the $10 gain 
would be taxed to the first as capital 
gain; under the Court’s view, it would 
be taxed to the second as ordinary in- 
come because it is ‘compensation’ for 
services. I fail to see how the gain can 
be any more ‘compensation’ to one than 
to the other.” Very simply. The first 
employee exercised his option imme- 
diately and had his $5 at risk; the second 
did not. While I agree with Judge Har- 
lan that the option may measure the 
compensation at the time of grant, I 
do not believe his analysis is conclusive 
in all cases. 

Nevertheless, at this point the prob- 
lems begin to come into focus. Prior 
to LoBue, the courts tended, with a 
certain lack of clarity and understand- 
ing, to consider whether the grant of the 
option itself was the “intended compen- 
sation.” This is more of what Edwin 
Cohen in a recent talk at Tulane re- 
ferred to as “taxing the state of mind.” 
The bundle of rights granted to the 
employee at the time of the grant of 
the option is always the economic bene- 
fit which is intended to be bestowed 
upon the grantee. There is no other in- 
tention; or to put it another way, there 
is no consideration by the issuing cor- 
poration given to the question of 
whether the grant of the option or its 
exercise is the intended compensation. 
The clear heart of the matter is and 
must be that the rights 
granted to the grantee is the intended 
benefit and if it has fair market value 


bundle of 


in the hands of the grantee which can 
be measured with reasonable accuracy 
at the time of grant, the compensation 
should be measured and taxed at that 
time; having been taxed, the grantee 
should be treated as having purchased 
his option for an adequate considera- 
tion—the amount of compensation taxed 
at the time of grant. It is not a question 
of what is the intended compensation; 
it is only a question of whether the 
property granted has at such time a mar- 
ket value which can be ascertained with 
reasonable certainty. In the situations 
(i.e., 
options), that is always the option. 
Section 130A was required to give re- 
lief in cases where it was assumed that 
the option could not be valued at the 


under consideration transferable 
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time of grant because it was non-trans- 
ferable, or because if immediately ex- 
ercisable, the stock acquired upon exer- 
cise had to be held for some time there- 
after. 


Valuation problems 


The Regulations here under discus- 
sion are based upon the idea that the 
receipt of compensation may occur be- 
fore its value can be computed, but the 
drafters may not have realized it. If stock 
is issued to an employee upon exercise 
of the option and there are no restric- 
tions upon the stock, the compensation 
is finally measured then under the Regu- 
lations because there is no longer doubt 
of its value. stock 
acquired upon exercise is subject to 
restrictions, the receipt of the compen- 
sation is further deferred. Why?—be- 
cause it cannot be valued with reason- 
able certainty at the time the stock is 
issued. But, and note this carefully, the 
compensation cannot get any larger 
than the excess of market value of the 
stock at the time of acquisition, albeit 
subject to restrictions, over the option 
price; it can only be less. 

The proper time to tax an item of 
property which is difficult or impossible 
to value at the time of receipt is no new 
problem. For example, upon the liquida- 
tion of a corporation an asset which is 


However, if the 


difficult to value is received, such as con- 
tracts upon which additional income is 
to be received. In Susan J. Carter (170 
F.2d 911), for example, the court held 
that the computation of the value upon 
liquidation is merely postponed until 
it can be computed, and thereafter the 
amount received is treated conceptually 
as measuring the value received upon 
liquidation. This concept was rendered 
practical by the doctrine in the Arrow- 
smith case (344 U.S. 6), which held that 
the liquidation transaction is not closed 
until all of the values received upon 
liquidation have been ascertained. And 
further, and this is the more significant 
holding in Arrowsmith, it is not neces- 
sary to keep the earlier year open but, 
rather, the subsequent transaction in the 
later year which affects the value re- 
ceived upon liquidation can be given 
effect to in the later year. 

But the Service is not quite satisfied 
with that doctrine as to valuation of 
property upon liquidation. It now says 
in Rev. Rul. 58-402 that upon a liqui- 
dation, except in rare and unusual cir- 
cumstances, the assets received in liqui- 
dation must be valued, as in the case of 
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death, no matter how difficult it may be 
so to value them. The Service also says 
that options, including employee op- 


tions, are to be valued at death. What 
they are really saying is that they can 
value them when it suits their fancy but 


not otherwise! 


How to proceed 


In this state of the law, it is not easy 
to advise a client definitely about the 
taxability of non-restricted options to 
other than employees. However, this 
is the way I see it, as a practical matter: 

1. I believe that if a non-employee in 
the traditional sense (and arguably an 
employee) receives options, rights or 
warrants to purchase stock as compensa- 
services, such as 


tion for short-lived 


finder fees or underwriting compensa- 
tion, the options themselves are the in- 
tended compensable benefit. 

2. If the options are then capable of 
being valued with some degree of ac- 
curacy, albeit not with precise cer- 
tainty, the amount of the compensation 
should and must then be computed and 
taxed; thereafter, the option should be 
held as a security or warrant for invest- 
ment. Of course, the tax authorities may 
tend to disagree with this conclusion. 

3. While no precise rules are avail- 
able to me to quote you at this time and 
it may take a few court cases to estab- 
lish the rules, I believe that the receipt 
of the option itself will constitute the 
receipt of the compensation if: 


a. the option is immediately transfer- 


able; 
b. it looks in form like a warrant or 
security; 


c. there are no restrictions upon sale 


of the stock issued upon its exercise, 


and for this purpose, I would not con- 
that a that 
optionee is acquiring the stock upon 


sider representation the 
exercise of the option for investment is 
a restriction on sale; and 

d. the option is exercisable without 
restrictions within a relatively short 
period of time, if not immediately, and 
continues exercisable regardless of the 
continuation of the relationship giving 
rise to the grant. 

It would be helpful also if there exists 
an independent market for the war- 
rants. In my opinion, this could be 
established by the sale and resale of the 
warrants, including those issued as com- 
pensation or by others. 

Now this is not as good for the tax- 
payer as it may appear at first glance. 
First, immediate taxable 


there is com- 
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pensation and no cash to pay it. Many 
clients won't like that. Further, it may 
turn out that the warrants, instead of 
valuable, 
the loss, if the warrants are al- 
lowed to expire unexercised and are not 


becoming more decline in 


value; 


held as “dealer securities,” may then be 
a capital loss. And finally, the tax au- 
thorities may succeed in placing a high 


value upon the warrants themselves; 
placing restrictions upon transfer of 
either the warrants or the stock re- 
ceived upon exercise to reduce this 


value may only succeed in leading you 
to a later valuation date in measuring 
the compensation. In stating this, you 
will say that I am in effect throwing 
the Lehman and Kuchman cases out the 
window; you will be right, I mean to. 
I do to go 
here in detail. In 
received at a bargain price as compen- 


not wish into these cases 


any Lehman, stock 
sation was found to have no fair mar- 
ket value at the time of receipt because 
of restrictions upon sale of the stock; 
the court also refused to tax any amount 
as compensation when the restrictions 
upon the sale of stock were lifted, but 
held that 
til the 


income was not realized 
the 


un- 
stock was sold, and entire 
excess over the bargain cost was cap- 
ital gain. 

In Kuchman, stock purchased under a 
compensatory option could not be sold. 
This the 


vented the stock from having an ascer- 


restriction, court said, pre- 


tainable fair market value, and conse- 
quently income could not be measured 
at the time of the exercise of the option. 
This case relied heavily on the Lehman 
case. I do not-believe that subjecting 
the stock received upon exercise of an 
option to restrictions making the stock 
difficult to value should be a means in 
and of itself for avoiding forever re- 
ceipt of compensation which would 
received. I 
however, it should result in deferring 


otherwise be do believe, 
the measurement of the compensation 


to a later date when it can be com- 
puted with greater certainty. Regula- 
tion 1.421-6 recognizes this principle 
when stock received upon exercise of 
an option is subject to restrictions by 
the the 


lesser of two amounts (i.e., the spread 


measuring compensation by 
of time of exercise, or the value of the 
stock when the restrictions are lifted). 
The Regulations might well have done 
the same thing with respect to the op- 
tion itself measuring the compensation 
by the lesser of two amounts (i.e., the 
spread or value of the option at the 


time of grant and the spread at time 
of exercise). 

Finally, we are often asked the ques- 
tion: Is it better to take 
as compensation and report some in- 
come, or is it better to pay something 
for them? This is a loaded question. 
How do you answer it? Why is it asked? 
If the dealer or person in question is 
otherwise receiving cash compensation 


the warrants 


for services and the compensation is 
adequate, why is he receiving warrants, 
or why is he being allowed to purchase 
the warrants? There is really only one 
answer. If the options or warrants are 
purchased for cash at their then fair mar- 
ket value, there is and can be no ele- 
ment of compensation because there 
is nothing transferred which is ever in- 
tended to be compensatory. Further, no 
report of the transaction under such cir- 
cumstances need be made in the year 
the options or warrants are received. 
If purchased for less than value, there 
is an element of compensation, and all 
of the problems discussed are present. 
If the warrants or options then have no 
value which can be readily ascertained 
marketable, the 
rules seem to be that the determination 


and/or are not then 


of the amount of compensation, if any, 
must be deferred whether or not some 
small amounts is paid for the options or 


A 


warrants. vy 
Treasury stirs controversy 
on pension plan proposals 
IN THE WAKE Of the Treasury’s proposals 
to revise HR 10, dealing with pensions 


for the self-employed, the controversy 


aroused by the suggested changes in 
corporate plans may, it is feared, 


jeopardize the chance of any legislation 
at all this year. While Representative 
Keogh has said that he could go along 
with proposal 
dealing with the self-employed them- 


the Treasury’s major 
selves—that their plans include their em- 
ployees—the attitude of the Treasury 
that changes in corporate provisions are 
an integral part of its approach to the 
whole problem, may, by bringing in 
these extra issues, enmesh the whole 
program in new difficulty. 

Hearings on the Keogh bill and the 
Treasury proposals are expected to be 
held by the Senate Finance Committee 
within the month. Hearings on proposals 
to amend Subchapters J and K and dis- 
position of those bills precede action 
on HR 10 (these hearings were held 


April 20-22). It is expected that at the 
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hearings most of the organizations that 
have been pressing for pensions for the 
self-employed will accept the require- 
ment that such plans include employees 
and probably they will strive to have 
consideration of the controversial pro- 
posals to .change corporate plans con- 
sidered separately. 





Change of effective date of pension plan 
is not proof that earlier plan was con- 
ditional. Taxpayer contributed $52,500 
to a pension trust in December 1951. 
The de- 
duction contending the contribution in 


Commissioner disallowed the 
December 1951 was only conditional, or 
that no trust in fact existed. The basis 
for his contention was the fact that tax- 
payer amended the trust instrument on 
April 15, 1952, to change the effective 
date of the trust to January 2, 1952. 
This was done at the suggestion of a 
revenue agent so that taxpayer could se- 
cure a favorable ruling on the qualifica- 
the trust. The court holds this 
action was not evidence of an intent to 


tion of 
establish a conditional trust in 1951 and 
to contribute sums only on a conditional 
basis. The change was in furtherance of 
taxpayer’s primary intention, namely, 
to create a permanent qualified pension 
plan. Taxpayer’s contributions in 1951 
were therefore deductible. Branham Co., 
ICM 1960-31. 


Stockholder can’t spread back fee for 
services rendered through his corpora- 
tion. Taxpayer, a real estate broker, 
acted through his wholly-owned corpo- 
ration in rendering services from 1931 
to 1944 in negotiating a lease. In 1944 
he severed his connection with the cor- 
poration and pursued this project on his 
own account. When the lease was nego- 
tiated in 1951 a commission of $30,000 
was paid to the corporation; the check 
was endorsed by the corporation and 
deposited in taxpayer’s personal bank 
Tax Court held that tax- 
payer is not eligible for spreadback re- 
lief the 
at least 80% of the total compensation 


account. The 


because commission was not 
for personal services received by tax- 
payer from the corporation for the 1931- 
1951 period. This court agrees in prin- 
ciple that the services of an employee 
cannot be separated for purposes of Sec- 
1301, but holds that the severance 


from the corporation in 1944 entitled 


tion 


New compensation decisions this month 


The controversial Treasury proposals 
in the corporate field are those that 
would limit the benefits of stockholder 
employees, and capital gains treatment 
of lump-sum distributions and end gift 
and estate tax exemptions on benefits. 
The Treasury plan was described at 12 
JTAX 315, May 1959. vr 


taxpayer to a spreadback from 1944 to 
1951. Wattley, CA-2, 2/16/60. 


Life insurance in retirement plan inci- 
dental; plan qualified. The investment 
of current contributions under a profit- 
sharing plan in paid-up units of endow- 
ment insurance, which upon retirement 
of a participant will be used to pay the 
participant retirement income in the 
form of life annuities, will not adversely 
affect the qualification of the plan. The 
life insurance element, in such case, is 
only incidental to the primary purpose 
of the plan, which is to permit the em- 
ployees or their beneficiaries to partici- 
pate in a plan of deferred benefits. Rev. 
Rul. 60-83. 

Also, the fact that a participant re- 
ceives a life insurance contract upon re- 
tirement and fails to convert it will not 
disqualify the plan, if the paid-up con- 
tract is distributed in a lump sum dis- 
tribution on termination of his services. 
The entire cash value of the insurance 
contract plus the cash payment would 
qualify for capital gains treatment. Rev. 
Rul. 60-84. 


National Guard subsistence allowances 
are tax free; those of Army contract 
surgeon are not. The value of quarters 
and subsistence (or an allowance there- 
for) furnished by the National Guard 
to officers and enlisted personnel while 
on active duty is not includible in gross 
income. The National Guard is consid- 
ered part of the Armed Forces of the 
U. S. Rev. Rul. 60-65. 
sistence and rental allowances paid in 


However, sub- 
cash to a contract surgeon, not a mem- 
ber of the uniformed services, constitute 
wages subject to the withholding of in- 
come tax at the source. He is not a mem- 
ber of the Armed Forces of the U. S. 
Rev. Rul. 60-66. 


Cancellation of employee’s indebtedness 
is income. Taxpayer was a member of a 


limited partnership, the assets and 
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liabilities of which were transferred to 
a corporation so that the business would 
continue without interruption as a di- 
vision of the corporation. Taxpayer was 
employed as a vice president of the 
corporation and was required to execute 
a note for $13,500 to the corporation 
representing the amount of the deficit 
in his capital account as of the date 
of dissolution of the partnership. A sub- 
sequent the 
tion of the balance of the note as part 


cancellation by corpora- 
of a settlement upon termination of tax- 
payer’s employment is held to result in 
ordinary income to taxpayer. There was 
no evidence that the forgiveness was 
gratuitous. Kelley, TCM 1960-52. 


*kWidow’s $50,000 death benefit non- 
taxable under 1954 Code. Taxpayer, a 
widow, received $50,000 from a corpora- 
tion of which her husband was formerly 
president. The corporation was under 
no obligation and had consistent 
policy of making payments. The District 
Court held 1954 these 
payments were a non-taxable gift. The 
provisions in the 1954 Code that the 
first $5,000 of employee death benefits 


no 


under the code 


are not taxable income merely extends 
death the 
exemption that contractual death bene- 
fits had under the 1939 Code. It did not 
change the definition of a gift and did 
not subject death benefit gifts to a 
$5,000 This court 
without opinion. [See comment page 
356.—Ed.| Reed, CA-6, 3/7/60. 


to non-contractual benefits 


limitation. affirms 


Proceeds of sale of stock taxable as 
compensation. Taxpayer entered into 
an employment contract under which 
he was to receive as compensation 15%, 
of the employer’s stock and an option 
That 
year 380,000 shares of stock were issued 


to purchase an additional 10%. 


to taxpayer and another as trustees for 
themselves and other employees. Part 
of the trusteed stock was sold and tax- 
payer received $11,225 from the pro- 
ceeds. This is, the court holds, ordinary 
income for services rendered and not 
short term capital gain. Similarly, a 
short term gain on sale of company 
stock he acquired as bargain purchase 
as an employee is held to represent ad- 
ditional compensation. Claimed travel 
and are dis- 
allowed where taxpayer had not shown 
that the expenses were incurred in any 
trade or business in which he individu- 
ally, as contrasted with the company, 


was engaged. Champion, TCM 1960-51. 


entertainment expenses 
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Is interest deductible when tax-saving 


is sole motive? New cases in conflict 


[Certain views expressed in this article 
rest on assumptions as to what our tax 
system should be. While these views are 
widely held and can certainly be sup- 
ported, your editors do not themselves 
subscribe to them. The article is pre- 
sented for the value of its technical an- 
alysis of a very important emerging pat- 
tern in practical tax planning, but your 
editors want to disclaim identity with 
some of its philosophical inferences. 
C. M. E.& C. W. L.] 


Fg FINE ART Of setting up trans- 
actions solely to save tax money was 
thrown further into confusion within 
recent weeks by two contradictory Tax 
Court decisions—one (Stanton, 34 TC 
No. 1) allowing deduction of interest 
paid to buy notes on which taxpayer 
could not have made a profit without 
the tax saving, and the other (Maysteel, 
33 TC No. 144) holding that bond 
premium was not amortizable when the 
bonds were given to charity. 

The Supreme Court recently granted 
certiorari in Knetsch (272 F.2d 200), in 
which the Ninth Circuit held that in- 
terest paid on purported loans used to 
purchase annuity bonds was not deduct- 
ible because of an inevitable economic 
loss represented by the excess of the in- 
terest paid over the accretion in value 
of the bonds. The Third Circuit took 
the same view in Weller (270 F.2d 294) 
but the Fifth allowed a similar deduc- 
tion in Bond (258 F.2d 577). 

The Stanton case involved an interest 
deduction and the Maysteel case a de- 
duction for amortization of bond pre- 
mium. Paradoxically, Stanton was won 
by the taxpayer despite many decisions 
disallowing interest deductions where 
the sole motivation of the transaction 
was tax saving, and Maysteel was won 
by the government despite decisions al- 
lowing the amortization deduction in 


by STANLEY W. HERZFELD 


tax motivated transactions and Con- 
gressional amendments to the statute 
which did not eliminate the deductions 
in transactions made for tax purposes. 
In December 1952, Mr. Stanton bor- 
rowed $8,888,925 from banks at 3% 
interest, giving his full recourse promis- 
sory notes, to buy $9,000,000 principal 
amount of Commercial Investment 
Trust non-interest bearing notes for $8,- 
888,937. He paid interest of $144,032 on 
his loan in December 1952 and, in June 
of 1953, sold the C.I.T. notes for $8,- 
996,388—a gain of $107,451. The trans- 
action resulted in an economic loss of 
$36,581, which the taxpayer sought to 
convert into an after-tax profit by claim- 
ing an ordinary deduction for the in- 
terest paid and reporting the gain as a 
capital gain.1 
The Tax Court found as a fact that 
Stanton “anticipated that the interest 
he would have to pay on the loans 
would exceed the gain he would have 
on the notes but he would have a net 
gain after taxes from the transaction.” 
That the taxpayer had actually bor- 
rowed money, purchased the C.I.T. notes 
and paid interest on his own promis- 
sory notes was not questioned. The ma- 
jority of the court allowed the interest 
deduction on the ground that the trans- 
action did not come within the only ex- 
plicit statutory exceptions to the allow- 
ance of a deduction for interest paid on 
indebtedness (interest on indebtedness 
incurred to purchase or carry tax ex- 
empt obligations (Section 23(b) of the 
1939 Code) and amounts paid on in- 
debtedness incurred or continued to 
purchase single ‘premium life insurance 
or endowment contracts (Sec. 24(a)(6). 
Stating that Congress had in the past 
rejected limitations on the interest de- 
duction somewhat comparable to that 
urged by the Commissioner, the court 
held: “Congress has included no re- 


quirement in the Code that the bor- 
rowed money be used in connection 
with a transactiou entered into for profit 
or that it cannot be borrowed for per- 
sonal or nonbusiness tax benefits, cf. 
Park (113 F.2d 352), and the Tax Court 
has no authority to write or read such 
requirements in the law.” The Court 
distinguished the Goodstein line of cases 
on the ground that the alleged pur- 
chases, borrowings and interest pay- 
ments involved there were sham. In 
the Knetsch, Emmons and Weller cases 
involving alleged loans to purchase an- 
nuity contracts there was, according to 
the court, no genuine indebtedness on 
which interest was paid. 

Four judges dissented from the Stan- 
ton decision. The prevailing theme of 
their three opinions was that the tax- 
payer’s transactions had “no genuine 
business, borrowing or investment pur- 
poses,” and that the Code was not in- 
tended to provide tax benefits for “trans- 
actions which, standing alone and 
without regard for tax considerations, 
are not economically sound and are en- 
gaged in solely for the purpose of creat- 
ing tax deductions which by means of 
the interplay between various sections 
of the Code will result in ‘tax-free in- 
come’... 


The Maysteel case 


The Maysteel case involved an at- 
tempt to obtain two deductions for the 
same dollar outlay by concurrent use of 
the deductions for amortization of bond 
premium and charitable gifts. In Sep- 
tember 1953, the taxpayer purchased at 
11414 corporate bonds which were call- 
able at 10234 on 30 days’ notice. After 
expiration of the 30-day period the tax- 
payer in October 1953 gave the bonds 
to a charitable foundation. Since the 
bonds did not decline in price while the 
taxpayer owned them, the value of the 
gift for which a charitable deduction 
was claimed in effect included the 
amount of the amortized bond premium. 
In the same return the taxpayer claimed 
a deduction for amortization of the 
premium (excess of cost over call price) 
over the 30-day period from purchase 
to first possible call date. 

The court found that the bonds were 
purchased with the intention of giving 
them to charity and said that “no real 
economic loss based on the premium 
paid can occur under such circum- 
stances.” The court held that the only 
motive for buying the bonds instead of 
making a cash gift was to create a tax 
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deduction for the amount of amortiz- 
able bond premium and that some busi- 
ness purpose was required in order to 
justify the deduction for amortization 
of bond premium. 

In disallowing on these grounds the 
deduction claimed for amortization of 
bond premium, the Tax Court majority 
ignored the legislative and judicial 
history of the statute. Until 1942 no 
deduction was allowed for amortization 
of bond premium; the loss was deduct- 
ible in the year of maturity, or in an 
earlier year when the bond was sold, 
as a capital loss. In 1942 Section 125 
was added to the 1939 Code permitting 
amortization of the bond premium over 
the period from purchase to maturity 
or an earlier call date. 

In the case of a bond held to matur- 
ity and a premium amortized ratably 
over the period to maturity, there was 
theoretical correspondence _ be- 
deductions and the occur- 
rence of an economic loss. However, in 
the case of a bond callable at any time 
on 30-days notice, the amortizable bond 
premium—the difference between pur- 
chase and call price—could be deducted 
in the return for the taxable year in 
which the 30-day period expired. Such a 


some 


tween the 


deduction did not represent an economic 
loss and was far in excess of that por- 
tion of “interest” received, if any, which 
was in fact a return of capital. 

The availability of a deduction that 
did not reflect an economic loss, coupled 
with taxation of the gain (basis was re- 
duced in the amount of the amortiza- 
tion deduction) on sale as capital gain, 
spurred purchases of amortizable bonds 
for tax rather than business reasons. The 
tax advantages of those transactions in 
this area were thus described by the 
House Ways and Means Committee re- 
port on the 1954 Code: 
bond issues have been 
made subject to a 30-day call, permitting 
the purchaser to take an immediate de- 


“Substantial 


duction for the entire premium against 
ordinary income. Where a call feature 
is nominal or inoperative this permits 


This gain was held to be ordinary income on au- 
thority of F. Rodney Paine (23 TC 391 1954). 

Stanton also paid interest on loans used in large 
part to purchase Treasury notes. Whether he 
could reasonably have anticipated economic profit 
in this transaction was in dispute. 

An amendment in 1958 virtually eliminated this 
device. 

‘A related tax avoidance device was approved in 
Rev. Rul. 55-353, 1955-1 CB 381. The Service there 
ruled that where wholly taxable bonds are sold at 
a profit and immediately thereafter the same kind 
of bonds are bought at a premium, the premium 
on the newly purchased bonds may be amortized. 


a deduction for an unreal loss, since the 
market value of the bonds ordinarily 
remains fairly stable over considerable 
periods. The bonds may then be resold 
after six months, subject to long-term 
capital gain treatment. The write-off of 
premium thus affords a gratuitous tax 
saving, equivalent to the conversion of 
a corresponding amount of ordinary in- 
come into Capital gain. This process may 
be repeated indefinitely.” 

Congress, though clearly recognizing 
that purchases at a premium of bonds 
with early call dates were tax- rather 
than business-motivated, limited but did 
not eliminate this practice in the 1954 
Code. 

Furthermore, both the Tax Court 
and the Supreme Court allowed the 
deduction where the purchase was moti- 
vated by just these tax considerations. In 
Shoong (339 U.S. 974 1950) the Supreme 
Court followed its holding in Korell 
(339 U.S. 619 1950) that a premium at- 
tributable to the conversion feature of 
the Korell, 
the bonds appear to have been bought 
for investment. In Shoong, however, 
the Tax Court found as a fact that the 
petitioner “purchased the bonds with 
the intention of making. . 


bond was amortizable. In 


. a claim fo”. 
for amortization and of 
selling the bonds after holding them for 
more than six months so that the gain, 
if any, upon the sale would be subject 
to tax as long-term capital gain.’’* The 
Supreme Court in Shoong followed Kor- 


a deduction 


ell in a brief per curiam opinion, with- 
out commenting on any difference be- 
tween: the motives of Korell and 
Shoong. 

In the Korell case the Supreme Court 
said: “We cannot reject the clear and 
precise avenue of expression actually 
adopted by the Congress because in a 
that 
the public revenues would be maximized 
by adopting another statutory path. 
Congress was legislating for the general- 
ity of cases. 


particular case we may know 


If in practice these 
sections are causing such loss of rev- 
enue as to indicate that Congress may 


Thus it would be possible to sell at a capital gain, 
repurchase at the selling price and amortize the 
premium to the maturity date. This, in effect, sub- 
stitutes for a redemption of the old bonds at ma- 
turity at no gain or loss (where they were pur- 
chased at par) a capital gain on sale before ma- 
turity and ordinary deductions in equal amount on 
the new bonds to maturity. 

5 An amortization deduction was denied in John 
Fox, TCM 1958-205 on the grouhd that there was 
“no real purchase of the bonds” and no substance 
to the transaction. The taxpayer had borrowed the 
entire purchase price on the security of the bonds 
and a non recourse promissory note. 
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have erred in its balancing of the com- 
peting considerations involved, the 
amendment must obviously be enacted 
by the Congress and not the Commis- 
sioner of Internal this 
Court.” 

Congress in the Revenue Act of 1950 
did promptly eliminate from the defini- 
tion of bond premium any amount at- 
tributable to the conversion feature. 

It is clear, therefore, that deductions 
for amortization of bond premium have 
been allowed where the sole motive for 
the purchase was securing a tax ad- 
vantage, by balancing a deduction re- 
ducing ordinary income against a capi- 
tal gain of equivalent amount.5 The in- 
tention of securing two deductions, 
rather than one deduction balanced by 
a Capital gain, is a somewhat different 
tax scheme which might be open to an 
attack against double deductions.® The 


Tax aspects of accounting * 


Revenue or 


Service has explicitly approved at least 
one double deduction, however. In Rev. 
Rul. 59-196, it is stated that “. . . it has 
been the long standing interpretation 
of the Internal Revenue Service that the 
full fair market value without adjust- 
ment for deductions, such as deprecia- 
tion, shall be allowed as a charitable de- 
duction, for example L.O. 1118, C.B. 
II-2, 148 (1923). In the light of the 
legislative and judicial history of the 
amortization provision, the Tax Court 
is on weak ground in Maysteel in dis- 
the the 
premium did not represent an economic 


allowing deduction because 
loss and the bonds were not bought for 


a business purpose. 


Significance of these cases 

and 
equitable system of taxation it makes 
no sense to permit taxpayers to reduce 


Under a_ wholly intelligent 


their taxes by the manipulations dis- 
closed in the Stanton and Maysteel cases. 
The underlying principle of taxing in- 
come in accordance with ability to pay 
should preclude allowing taxpayers with 
capital to incur economic losses in order 
to realize after-tax gains. The provisions 
allowing the deduction of interest and 


®Congress prohibited some double deductions 
sought through tax-motivated transactions, in the 
Technical Amendments Act of 1958. The duplica- 
tion of the corporate charitable contribution de- 
duction and the net operating loss carryover was 
eliminated by Section 11. The duplication of the 
amount of a charitable contribution by the amount 
of prepaid interest where the gift is of property 
subject to a liability was prohibited by Section 12. 
In the case of a bond, the contribution deduction 
is further reduced by interest on indebtedness in- 
curred to acquire the bond and attributable to the 
period before the contribution, to the extent such 
interest exceeds the interest income on the bond. 
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amortizable bond premium were not en- 
acted in order to facilitate the practices 
disclosed in these cases. As a general 
endorse Judge 
Learned Hand’s comment in Transport, 
Trading and Terminal Corp. (176 F.2d 
570, CA-2, 1949) quoted in one of the 
dissenting opinions in Stanton: 

“(The doctrine of Gregory v. Helver- 
ing] means that in construing words of 


proposition one can 


a tax statute which describe commer- 


cial or industrial transactions we are to 
understand them to refer to transactions 
entered for commercial in- 


upon or 


dustrial purposes and not to include 
transactions entered upon for no other 
motive but to escape taxation.” 

We think that Judge Hand aptly ex- 
the underlying Con- 
intention in tax 


statutes. But sometimes the legislative 


pressed general 


gressional enacting 


history may indicate deliberate toler- 


ance of tax avoidance. In those situa- 
tions the Congressional intention should 
be respected. With respect to the May- 
steel case, therefore, we are inclined to 
agree with the conclusion of the dissent- 
ing judges who pointed out that Con- 
gress had three times amended the law 
without retroactive effect. 

If the doctrine expressed by Judge 
Hand is applied by the Supreme Court 
only to those transactions entered into 
solely to create tax benefits which Con- 
gress has not implicitly approved, the 
effect may be to eliminate only such 
gimmicks as Stanton’s. We think that 
the legislative history of the interest de- 
duction is not as favorable to him as the 
legislative history of the amortization 
deduction was to Maysteel. 

Even if Maysteel is afirmed, however, 
we do think that it will rule 


not out 


tax-saving moves in connection with 


transactions entered into for business 
purposes. We are not troubled by one 
commentator’s query whether a sale of 
stock held 


would be deemed to have taken place 


for six months and a day 


earlier if the sale were delayed solely to 


™In James Realty 
(D.C. Minn. 
exemption, and the $25,000 minimum excess prof- 


Co. v. U. S., 176 F. Supp 306 
1959) the $25,000 corporate surtax 
its credit were denied to a new corporation pursu- 
ant to Section 129 of the 1939 Code (Section 269 
of the 1954 Code) on the ground that no business 
purpose motivated its creation or use. The case 
involved multiple corporations. The court stated 
that the potential income of two other corpora- 
tions in the group was siphoned off to James 
Realty and that the income from the real estate 
involved was “arbitrarily fragmented” into corpo- 
rations accruing just under $25,000 of income. The 
situation in James Realty is obviously distinguish- 
able from the simple conversion of a single unin- 
corporated business to a corporate form. 
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convert a short-term into a long-term 
capital gain. Since the stock was pur- 
chased and sold to make money before 
taxes, the transaction could be 
characterized, as in Maysteel, as one 
entered into solely to create a tax bene- 
fit, even though the sale was timed to 
maximize the after-tax profit. Nor is it 
conceivable to us that if an unincorpo- 


not 


rated business were shifted to corporate 
form solely for tax purposes, the change 
would be ignored. The business would 
be conducted in corporate form to make 
profits, not merely to create tax bene- 
fits.7 

Let us hope that the Supreme Court’s 
decision in Knetsch will provide clear 
guidance to tax practitioners. vr 


When is a payment in notes income 


to the taxpayer on the cash basis? 


 peone THE CASH-BASIS method of ac- 
counting is generally inadequate 
for all but the most simple routine busi- 
nesses, there has seldom been need for 
analysis of the rationale on which its 
few elementary rules of practice are 
based. During the years since 1913 while 
accrual accounting has been develop- 
ing a complex and carefully articulated 
body of theory, little attention has been 
paid to the cash method. Yet cash basis 
taxpayers do engage in important and 
heavily taxed transactions. When their 
tax advisors research the law they find 
few cases on their problems. 

Typical of the paucity and confusion 
of authority is the tax treatment of a 
cash-basis taxpayer who receives notes. 
Other 
brought exactly under the installment 


than transactions which can be 
sales provisions, there are few on which 
the practitioner can advise with cer- 
tainty. The editors of the Harvard Law 
Review have examined this problem in 
a note in the April 1960 issue (Vol. 73, 
pages 1199-1211). From their review of 
the cases they conclude that the ground 
most often relied upon by courts in 
holding notes to be includible in in- 
received is IRC 
1001(b), which provides: “The amount 


come when Section 
realized from the sale or other disposi- 
tion of property shall be the sum of any 
money received plus the fair market 
value of property (other than money) 
received.” 

“In Aaron W. Wolfson (1 BTA 538), 
which was based upon the predecessor 
of this the Commissioner 
income three 
term notes payable in the next year, 
taxpayer 
ceived, along with a cash payment of 


section, in- 


cluded in current short- 


which a_ cash-basis had _re- 
$150,000, for the sale of his partnership 
interest. The taxpayer contended that, 
since the notes merely represented a 
promise to pay in the future, there was 
a cash sale with deferred payments in- 


cludible only when actually paid, rather 
than a presently concluded transaction. 
In rejecting this argument the Board 
of Tax Appeals stated: “The notes here 
unconditional and 
gotiable. That such notes are property 


involved were ne- 
needs no discussion. Negotiable prom- 
issory notes are generally regarded by all 
courts as property, especially those of a 
responsible and solvent maker.’ ” 

The Harvard editors that 
“theoretically under this approach 
every cash-basis taxpayer who receives 


observe 


notes, and perhaps other contractual 
promises to pay money, from the sale of 
property must report their fair market 
value as income currently received, un- 
the 
method. In practice, the courts have 


less he elects to use installment 
sometimes found notes, and more often 
other contracts, not to be includible 
when received, on the ground that they 
had no fair market value. This finding 
has usually been based on nonnegoti- 
ability, conditions restricting payment, 
or the poor financial condition of the 
maker.” [Citations are omitted here and 
throughout our quotations from the 
Law Review.—Ed.]} 

“The courts appear to reach their re- 
sult by giving ‘property’ a broad mean- 
ing, thus finding that the taxpayer has 
‘exchanged’ property for ‘property’ 
rather than sold it in return for cash.! 
It is apparent that this reasoning would, 
to a large extent, eliminate the differ- 
ence the 
methods with respect to treatment of 


between cash and = accrual 


1Since this definition of property includes all 
promises, it would limit “sales” to immediate cash 
transactions. Furthermore, when such obligations 
are received for services rendered, it seems that 
they would also be “property” and therefore tax- 
able to the extent of their fair market value. It is 
arguable that notes received for services should be 
distinguished from notes received for property, on 
the basis of the specific inclusion of the word 
“property” in Section 1001(b). Nevertheless, the 
broad interpretation which is given to “income” 
under Section 61 appears to encompass such 
“property” in all situations. 
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items of income, and further, by requir- 
ing valuation of all obligations, would 
substantially reduce the convenience of 
reporting which is thought to be the 
advantage of the cash method.” 

As the it, the 
cash basis, should not be limited on the 
basis of inferences drawn 


Harvard editors see 


from Section 
1001(b). The sole function of that sec- 
tion is to define the amount realized; 
it is not directly concerned with the 


year in which gain should be reported. 
Pinellas case 


Several have 


courts relied upon 
Pinellas Ice & Cold Storage Co. (287 


U.S. 462) for the proposition that when 
notes are accepted in return for a trans- 
fer of property, they have been “ex- 
changed” therefor and must be present- 
ly included in income. In 
Pinellas the corporate taxpayer sold all 


taxable 


of its assets to a newly formed corpora- 
tion. The selling price was $1,400,000, 
part of which was payabie immediately 
in cash, while the balance, represented 
by four notes, was payable the following 
year. The editors note that the case did 
not directly present the question 
whether a note is taxable income to a 
cash-basis received. 
‘In holding that short-term notes are 


taxpayer when 
not securities within the meaning of the 


corporate reorganization the 
Supreme Court referred to them as be- 
ing the ‘equivalent of cash.’ Apparent- 


ly courts have assumed that ‘equivalent 


sections, 


of cash’ was used in the sense in which 
it had been employed in the predecessor 
1001(b) provided: 
When property is exchanged for other 


of Section which 
property, the property received in ex- 
change shall for the purpose of deter- 
mining gain or loss be treated as the 
equivalent of cash to the amount of its 
fair value, if any However, one 
prong of the Court’s argument was its 
conclusion that the transaction was not 
an exchange but a sale. It does not seem 
that the Court the term 
equivalent of cash’ in the manner used 
in the predecessor of Section 1001(b), 
since that meaning would have implied 
the existence of an exchange.” 


employed 


Further 
it would have emphasized the property 
aspects of the notes and made the dis- 
tinction between securities 
is doubtful that 
the Court intended the language to bear 


this implication. 


notes and 


more difficult. Thus it 


The Regulations on installment sales 
under Section 453 of the Code deal not 
only with installment sales but also with 


transactions that do not qualify for that 
method. Regulations Section 1.453-6(A) 
provides that in such a case “The obliga- 
tions of the purchaser received by the 
vendor are to be considered as an 
amount realized to the extent of their 
fair market value in ascertaining the 
profit or loss from the transaction.” 
This is, of course, the rule of practice 
whose validity is at question here. The 
Regulations do not offer any authority 
for the position they take. What can 
one infer from the installment sales pro- 
visions? As the Harvard editors see it: 
“It might be argued that since the 
installment sales provisions would be 
of no advantage to cash-basis taxpayers 
if they normally were permitted to post- 
pone the reporting of income from in- 
stallment sales until cash was received, 
the congressional failure to limit the 
section expressly to accrual basis tax- 
payers indicates that not 
within its terms were thought to be tax- 


transactions 


able even to cash-basis taxpayers when 
the sale is made. Even assuming that 
negative implications based upon such 
slender grounds are ever justifiable, they 
do not seem to be so in this case, since 
the results arrived at under the cash, ac- 
crual, and installment methods all differ 
from each other. Under the installment 
method, 


each in 


income in the proportion that gross 


payment is included 


profit bears to the contract price, while 


the accrual-basis taxpayer usually in- 


cludes the entire gain in tax-income in 
the year of sale, and the cash-basis tax- 
payer the 
of 


until 
the 
Thus it 


reports no income 


amounts received exceed basis 


the property sold. would be 


entirely appropriate for Congress to 
make the section applicable to both cash 


and accrual taxpayers.” 


Payment or evidence of debt 

In determining whether notes are in- 
come when received, some courts have 
applied an old common law distinction 
between and 
notes taken as evidence of the debt. This 
distinction was important in determin- 
ing the remedies of the creditor upon 
failure of payment. If the notes were 
not taken as payment, then the debt was 
not discharged and upon failure of pay- 
ment the creditor could repossess the 
goods. It might be argued that this dis- 
tinction does have some application to 


notes taken as payment 


the tax problem we are considering here 
because it turns upon the attitude of 
the parties toward what was received. 
However, acceptance of this rule for 
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taxation would be almost paradoxical. 
The vendor would be required to in- 
clude in current income the notes ac- 
cepted in payment, while if he took the 
notes only as evidence of the debt and 
thus retained his right to repossess the 
goods sold, he would be permitted to 
defer taxation. 


Notes as property 
Is there any way of analyzing these 
note which would accord 


with present practice and would pro- 
vide a 


transactions 
reasonable rule for unusual or 
difficult situations when they arise? The 
Harvard note observes that a solution, 
though an unsatisfactory one, might be 
based on the fact that they are prop- 
erty. “This in fact is the theory most 
often employed to include notes in in- 
come when As has been ob- 
served, however, if such an approach 


received. 


were carried to its logical conclusion, it 
would require inclusion of all notes and 
contractual promises, thus practically 
eliminating for such purposes the dis- 
tinction between and accrual 
methods. Courts have limited this effect 


by 


the cash 


holding that a note which is not 
readily transferable has no fair market 
value.” But fair market value, they ob- 
serve, refers to a reasonable estimate of 
the present economic worth to the tax- 
payer of eventual satisfaction of the ob- 
ligation rather than to the potentiality 
of Thus, 
there is no justification for excluding 


immediate cash realization. 
notes from present income by interpret- 
ing fair market value to require ready 
transferability; but the practice of the 
courts in doing so may reflect serious 
doubt as to the validity of the under- 
lying theory, that, as property, notes 
are income when received. 

Since the courts have been forced 
into the untenable transferability rule to 
avoid inequity when applying the prop- 
erty theory, can another theory be found 
which will be more practical? An attrac- 
tively simple approach would be to ex- 
clude the notes from income and await 
the receipt of cash. Such a rule, how- 
ever, would permit considerable man- 
ipulation of income by cash-basis tax- 
payers. It is not likely that such a solu- 
tion would be adopted. The attitude of 
the courts toward this kind of cash-basis 
juggling is exemplified by the recent 
Cowden case (32 TC 853). The taxpayer 
entered into an oil lease providing for 
a bonus on advance royalties. In spite of 
the willingness of the lessee to pay the 
entire bonus immediately, as was its 
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the 
two 


usual practice, taxpayer insisted 

annual _install- 
ments. In holding the entire bonus tax- 
able in the 
tered into, the Tax Court relied pri- 
marily on the willingness of the lessee 
to pay the full amount in that year and 


the refusal of the taxpayer to receive it. 


upon receiving 


year the contract was en- 


Although this decision has been severely 
criticized on the ground that it inter- 
feres with the freedom of parties to con- 
tract as they choose, and that it is an 


unwarranted interference with legiti- 
mate tax avoidance, the result, the edi- 
tors say, may be justified. 


“Moreover,” they add, “such a rule 


would have an undesirable effect in 
situations in which debt investments are 
obtained in return for property. For ex- 
ample, if a taxpayer wishes to hold 30- 
year interest-bearing notes, and is able 
to purchase them in part for property 
which might have been sold elsewhere 
for cash, it seems that any gain should 
be taxed prior to the time provided for 
redemption. In such a situation the tax- 
payer for all practical purposes may 
have possession of the income which he 
is held not to have received, in the sense 
that he will be earning interest on it, 
and further, may raise money by pledg- 
ing the notes. Thus it would seem that 
some obligations may be so considered 
by their recipient as to justify being 


treated as ‘property.’ 
Property VS. promise 


“Notes the 


payment and the presence or absence of 


differ as to time before 
security, interest, and negotiability. ‘The 
above example of.the 30-year notes sug- 
gests the possibility of classifying notes 
on the basis of these characteristics. Such 
an approach would require the court 
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first to formulate some definition, dis- 
tinguishing between ‘property’ in a 
practical sense and formalized promises, 
which would reflect the extent to which 
the note possesses attributes which give 
it a certain tangibility, and then to in- 
quire further whether the usage or gen- 
eral attitude regarding a particular ob- 
ligation met this definition. It might be 
very difficult, however, for a court to 
articulate such a definition, and it would 
be forced into rather arbitrary distinc- 
tions. Furthermore, difficulty would arise 
in establishing the attitude or usage 
upon which the definition’s application 
would depend. 


Promise vs. investment 


“Finally an alternative solution to the 
problem would be to make the issue of 
inclusion depend upon what the re- 
cipient wanted. Thus, if the taxpayer 
bargained for immediate payment of 
but unsuccessful because of 
the desires or needs of the obligor, he 


cash, was 
would not be taxed upon the receipt of 
notes which to him were only evidences 
of an obligation to pay in the future. 
If, however, he desired notes in order to 
spread income, or for investment pur- 
poses, what he received would be con- 
sidered ‘property,’ since he primarily 
wanted the obligation as such. This ap- 
proach would tend to eliminate manipu- 
jation, while at the same time avoiding 
the inflexibility of a uniform cash or 
property rule.” 

The 
proach 


editors concede that their ap- 


would present administrative 


difficulties, since it would be necessary 
to determine the business realities of the 
each However, to 


transaction in case. 


some extent the problem would be 


alleviated as broad guides were set up. ° 


IRS denies double deduction at 


lien date change as distortion 


ar AFRAID THAT more states 
will move up the lien date for real 
estate and other taxes to give their ac- 
crual-basis Federal income taxpayers a 
one-shot double deduction, the IRS is 
not only urging legislation to close the 
loophole, it has reversed its longstand- 
ing position that the lien date deter- 
mines the time of accrual of taxes. TIR- 
214 says that South Carolina and West 
Virginia property taxpayers are not re- 
quired, and will not be permitted, to 
deduct two property tax assessments for 


1959 simply because the state legisla- 
tures moved the lien date for those taxes 
from January 1, 1960 (January 1 was the 
accrual date for 1959 and prior years) 
to December 31, 1959. A Revenue Rul- 
ing setting forth in detail the IRS posi- 
tion is promised shortly. 

When Ohio made a similar change in 
the year 1957, the IRS ruled (Rev. Rul. 
57-616) that the accrual date did shift. 
However, the IRS now says that tax- 
payers who relied on that ruling will 
not have their prior years changed. 


Michigan changed its lien date from 
January 1 to December 31 to create a 
double deduction for 1958. The IRS says 
it will not allow the deduction. 


Legislation proposed 

The Treasury has been aware of this 
problem for some time. The Technical 
Amendments Bill of 1960 (HR 9625) 
contains in Section 3(a) a provision that 
“in the case of a taxpayer on the accrual 
method of accounting no deduction 
shall be allowed for the taxable year for 
any tax related to a definite period of 
time which, except for the action of any 
taxing jurisdiction taken after December 
31, 1959, accelerating the accrual event 
for such tax, would have been deduct- 
ible under the taxpayer’s method of ac- 
counting for the succeeding taxable 
year.” The bill provides that the amount 
so disallowed would be deductible on 
the first day of the next year. Accrual 
event in the bill means assessment, per- 
sonal liability, lien, or other date, which- 
ever, under the taxpayer’s method of ac- 
counting, is properly applicable in de- 
termining the taxable year of accrual. 

The bill contains the provisions that 
“no inference shall be drawn from the 
enactment of subsection (a) as to the 
proper taxable year of accrual of any 
tax related to a definite period of time 
when the action described in that sub- 
section occurred on or before December 
31, 1959.” 

Because the Technical Amendments 
Bill is likely to move slowly through 
Congress, a separate bill in language 
practically identical to Section 3 quoted 
above has been introduced by Senator 
Williams, ranking minority member of 
the Senate Finance Committee. He said 
that Congress should act swiftly to end 
the state 
legislatures and in newspaper reports as 


what has been described in 


a gimmick. He was particularly con- 
cerned that because of delays in dealing 
with the complete Technical Amend- 
ments Bill, it might, when ultimately 
passed, have an effective date of Decem- 
ber 31, 1960, rather than December 31, 
1959. In the intervening period, Senator 
Williams warned, other state legislatures 
will be petitioned to give taxpayers in 
their state “their fair share” of the tax 
cut. 


TIR-214 

Taxpayers will of course pay close 
attention to the progress of this legis- 
lation to settle accrual dates in future 
years. But what about the years excepted 
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from legislation? Will the IRS. be able 
to enforce the policy changed by TIR- 
214? 

The IRS bases its new policy firmly 
on the position that to deduct two years’ 
taxes on one return would be to distort 
income. The TIR concedes that this is 
a change in its policy. There is a long 
series of Revenue Rulings holding that 
the lien date is the accrual date for 
taxes under the general principle that 
accrue when all the events 
occur which determine liability and fix 
the amount. 

Whether 


expenses 


this well-established rule 
must give way to the principle of clearly 
reflecting income will undoubtedly be 
litigated. Meantime, taxpayers in the 
states which have shifted the lien dates 
ire warned that if they claim the double 
deduction, they will have to fight the 


IRS to get it. w 


Businessmen and unions press 
for change in lobbying law 


I'HE PROGRESS OF numerous bills 


dealing with lobbying is slow, but busi- 


THE 


ness organizations are taking this op- 
portunity to rally support for legislation 
that would allow the deduction of ex- 
penses incurred for the promotion or 
defeat of legislation affecting the tax- 
payer’s business. The most liberal bill 
now before the House Ways and Means 
Committee is HR 7123, introduced by 
Representative Boggs. Similar bills have 
been introduced by other Congressmen, 
but they are not getting the attention 
or support organized for Boggs’. 

Proponents of the legislation urge 
that the cost of informing a legislature 
is often the most vital of business ex- 
penses because the very existence of the 
business may be at stake. The Commerce 
Department, favoring enactment of the 
Boggs bill, adopted this view in a re- 
report to the Ways and Means 
Committee, and added that “legislative 


cent 


bodies need openly expressed opinions 
in order to properly carry out their 
functions.” 

that 
“broader legislation may well be indi- 
cated” and urges “early consideration” 


[he ‘Treasury’s position is 


of the problem but does not endorse 
any of the pending bills. It is concerned 
with the enforcement aspects involved 
in any change of the law, and concluded 
its report by saying that “a reasonable 
approach which should not lend itself 
to abuse would be the allowance of de- 
duction of reasonable expenses directly 


connected with appearances and sub- 
missions at public hearings before com- 
mittees of Congress or of any other 
comparable legislative body if such ex- 
penses otherwise satisfy the require- 
ments of deductibility in the Code.” In 
substance, this is what the American 
Bar Association recommended to the 
committee some time ago. 

Demand for action on the Boggs bill 
results from promulgation of IRS Regu- 
lations Section 1-162.15(c), in December 
1959. When these regulations were pro- 
posed, they were thoroughly reviewed in 
11 JTAX 33, where it was pointed out 
that confusion would arise when a “sub- 
stantial” portion of trade association 
dues is used for lobbying purposes. At 
the public hearings, strenuous objec- 
tions to the proposed regulations were 
voiced by trade associations, labor 
unions, Congressmen and others. Never- 
theless, they were adopted as proposed 
and the objectors, therefore, have at- 
tempted to secure remedial legislation. 
A committee formed by the National 
Associated Businessmen has announced 
it “will conduct extensive advertising 
and publicity activities to alert and 
energize support” for the Boggs bill. * 


Senate committee prepares 


dividend withholding bill 


‘THOUGH THE TREASURY has been widely 
publicizing its campaign to persuade 
taxpayers to report dividend and _in- 
terest income more accurately, it is not 
relying on publicity and appeals to con- 
science only. It has begun a program of 
stricter auditing of this kind of income 
through wider use of information re- 
turns filed by payers and has warned of 
more vigorous prosecution of defaulters, 
even though the amount in any one case 
may be small. Furthermore, in line with 
warnings that if compliance does not 
improve the Treasury will ask Congress 
to require payers to withhold, confer- 
ences have been held recently with con- 
gressional tax staffs to draft such legis- 
lation. This preliminary legislative work 
was ordered by the Senate Finance Com- 
mittee. It is expected that if the bill is 
approved by the committee, it will be 
attached to some House-passed tax legis- 
lation. 

Meantime, a recent Treasury report 
to the Senate Finance Committee and 
the House Ways and Means Committee 
summarizes the Treasury’s actions to 
date: to revise the instructions in Forms 
1040, 1040A, 1040W and 1120 to stress 
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the necessity for full reporting; to publi- 
cize the matter through newspapers, 
radio and television spots, speeches, ar- 
ticles, etc.; to request payers of divi- 
dends and interest to inform their re- 
cipients of the Treasury requirements; 
to instruct IRS personnel auditing re- 
turns to give special attention to these 
items; to enlarge, on a systematic basis 
in all districts, the checking of indi- 
vidual tax returns against reports re- 
ceived by payers. In the past the reports 
received from payers of dividends and 
interest were checked against individual 
returns on a sample basis only. 

The Department of Justice has agreed 
with the IRS that dividend and interest 
cases fall into the category of cases which 
should be given special attention. A sub- 
stantial number of cases are being prose- 
cuted at the present time charging wil- 
ful omission of dividend and 
tax returns. 


interest 
More than 
200 such cases are in various stages of 


income from 
investigation or prosecution. 
Opponents of withholding have always 
argued that withholding of tax from 
persons of small income and from ex- 
empt institutions would be grossly un- 
fair. Recently, attention has been 
focussed on exempt pension plans which 
now own securities in very large 
amounts. Withholding of tax on their 
interest and dividends, though subse- 
quently refunded, would amount to 
large sums and it is feared that the de- 
layed receipt and reinvestment of the 
income might seriously distort the in- 
come calculations on which the actuarial 


soundness of the plans rest. " 


Law review surveys tax 
problems in real estate 


PRACTITIONERS INTERESTED in income tax 
problems of real estate will find a good 
review of law and cases in a recent issue 
of the Western Reserve 
(Volume 11, Number 2). 


symposium of four articles by leading 


Law Review 


It contains a 


authorities, based upon a series of lec- 
tures given at the Second Annual Cleve- 
land Regional Institute. The 
articles are arranged in logical sequence 


Tax 


to cover tax problems arising in the 
acquisition, management, and disposi- 
tion of real estate, concluding with prac- 
tical advice on gifts and sales between 
family members. All the articles con- 
tain numerous subtitles which make it 
easy to locate subjects that may be of 
particular interest, and all are well an- 
notated. 
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Which entity should acquire the prop- 
erty, and how, is considered by Richard 
Katcher; allocating cost and prorating 
taxes, by Warren E. Hacker. The major 
management problems considered are 
rent (Norman A. Sugarman), leasehold 
improvements (Howard M. Kohn), busi- 
ness operations (Alan R. Vogeler), and 
depreciation, losses, improvements, etc. 
(Norman T. Patton). Taxable disposi- 
covered by Warren Hacker, 
Richard Katcher. Nor- 
man Sugarman reviews corporate owned 


tions are 


nontaxable, by 


property and collapsibility. Disposition 
of business real estate by Mr. Kohn and 
some special problems in charitable gifts 
and dealer status by Mr. Patton com- 
plete the consideration of dispositions. 
A final 
with real estate as a means of family 


section by Mr. Vogeler deals 
tax planning. 

Single copies of the Review can be 
The School 
Western Reserve University, Cleveland 
6, Ohio, fo 


obtained from of Law of 


$1.50. bg 


@ 
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File by June 30 for IRS 
special enrollment exam 


PRACTITIONERS INTENDING to take the 
IRS special enrollment examination in 
September 1960 are reminded that ap- 
lications, obtainable at local District 
Directors’ Offices, must be filed by June 
30, 1960. The test is open to persons 
seeking to practice before the Service 
who meet the education and experience 
requirements set forth in Dept. Circular 
No. 230, as revised, (IRB No. 1959-7), 
discussed in 10 JTAX 287. CPAs, at- 
torneys and certain ex-IRS employees 
can, of be enrolled 
examination. The IRS has announced 
(Rev. 4-60) that the test questions will be 
similar to those given last June and 
printed in IRB 1959-35, copies obtain- 
able for 25¢ from the Government Print- 
ing Office, Washington 25, D. C. While 
no answers to last year’s examination 
unofficial 
have been published by various services. 


course, without 


have been released, answers 





New accounting decisions this month 


**xOrdinary income on sale of endow- 
ment policy 12 days before maturity. 
The owner of an endowment policy with 
a face value of $27,000 and a cost basis 
of $21,300, sold it 12 days before matur- 
ity to his business associate for $26,750, 
primarily to take advantage of the lower 
capital-gain rates. The Tax Court found 
a “real and bona fide sale” of a capital 
asset, and concluded that the increment 
of $5,450 realized by taxpayer on the 
sale is taxable as long-term capital gain. 
This court reverses. Although the sale 
was bona fide, it is not effective to con- 
vert to capital gain what would other- 
wise be ordinary income. The court re- 
lies on the Supreme Court’s decision 
in Lake, 356 U.S. 260, taxing as ordin- 
ary income the proceeds of sales of oil 
payments. Phillips, CA-4, 2/20/60. 


Life insurance company property which 
may be excluded from “assets” is enum- 
erated. The Service enumerates specific 
items of real and personal property to 
life 


be excluded by a insurance com- 


pany from the term “assets” under Code 
Section 805(b)(4), as being ‘used in con- 
ducting its insurance business. Rev. Rul. 


60-35. 


and oc- 
cupancy taxable; direct damage pay- 
ment subject to non-recognition provi- 


Insurance proceeds for use 


sions. A manufacturer of paper prod- 
ucts, which carried direct damage and 
use and occupancy insurance, received 
$125,000 from the carrier in compromise 
of claims for damages to some equip- 
The 


of $100,000 to use and occupancy (tax- 


ment. Commissioner’s allocation 
able as ordinary income), and $25,000 
to direct damage was deemed reasonable 
by the Tax Court, and affirmed by the 
Third Circuit. Since taxpayer made a 
timely election under the involuntary 
conversion provisions of the law not to 
recognize any gain by replacement of 
the damaged property, the $25,000 for 
direct damage is not includible in its 
income. Marcal Pulp & Paper, Inc., cert. 
den., 12/14/59. 


Capital gain on sale of future con- 
demnation award to lessee [Acq.|. Tax- 
payer owned land and a building leased 
intended to demolish 
the existing building and erect a new 


to a store which 
one. The lessee had the right to do 
this if the new structure met taxpayer's 
specifications. Thereafter, the city de- 
cided to condemn part of the land for 
street widening. Taxpayer realized that 
he would receive a larger condemnation 
award if the old building remained and 
he prevented the lessee from razing the 
building. The lessee was eager to erect 
smaller building right 


a new away, 


therefore bought taxpayer's rights to 
the condemnation award $80,000. 
Taxpayer immediately agreed to a new 
lease authorizing the construction of a 
small building and slightly higher 
rentals. The Commissioner ruled that 
the $80,000 was paid for the modifica- 
tion of a lease and was therefore ordin- 
ary income. The Tax Court found that 
the conditional right to the condemna- 
tion award was property and its sale 
was the sale of a capital asset. Briefly 
noting the difficulty in establishing a 
basis for the right, the court said mere- 
ly that it will treat the payment as re- 
turn of capital and requires a_reduc- 
tion of the basis of the land and build- 
ing by $80,000. Trunk, 32 TC 1127, 
acq., IRB 1960-10. 


for 


Capital gain on sale of process. At the 
time an oil process on which it had 
pending patent was still in the labora- 


tory stage, Stanolind Oil & Gas granted 


taxpayer on exclusive license. Taxpayer 
did extensive research on the process, 
making it commercially usable. In 1953, 
four years after the original grant, tax- 
payer sold its rights in the license back 
to Stanolind for a percentage of the 
royalties to be realized on its commercial 
exploitation. The court holds this was 
the sale of a capital asset, not its re- 
linquishment. [Section 1241 gives capital 
gain treatment on the relinquishment of 
certain franchises.—Ed.] Halliburton Oil 


Well Cementing Co., DC S. D., 3/2/60. 


Jury finds real estate was investment 
property. On instructions as to what con- 
stitutes a capital asset, the jury finds 
that seven parcels of real estate were in- 
vestment property. Taxpayers had dealt 
actively in office buildings and vacant 
property, but had not subdivided. They 
abandoned plans for subdivision of one 
of the tracts and sold it as a unit. The 
jury that a 
through which one building was sold 


also” finds corporation 


was not collapsible, that is, taxpayers 
did not have the requisite intent of 
realization of income. 


2/3/60. 


selling before a 
Ivey, DC Ga., 


Payments for losses of stock deductible 
as ordinary loss of guarantor. Tax- 
payer’s position under an arrangement 
whereby he agreed to advise another 
about buying and selling securities in 
return for one-half of all net gains, and 
where he guaranteed to reimburse the 
other party for the entire amount of any 


stock losses, is held to be that of a 
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guarantor and not that of a joint ven- 
turer. Accordingly payments taxpayer 
was required to make under the guar- 
anty were properly deducted as ordinary 
losses and were properly deducted as 
ordinary losses and were not to be 
treated as his distributable share of the 
capital losses sustained by the other 
party. O’Connor, TCM 1960-70. 


Ordinary income on sale of realty; it 
was held primarily for sale. Dealers in 
real estate are held to have realized or- 
dinary income upon sale of a house and 
lot, and a 21 acre tract, which are found 
to have been held primarily for sale to 
customers in the ordinary course of a 
business. Taxpayers unsuccessfully con- 
tended for capital gain alleging the 
properties were held primarily for in- 
vestment or rental purposes. Lipscher, 
TCM 1960-60. 


Ordinary income on sale of lots. Profit 
from the sale of improved and un- 
improved lots was, the Tax Court held, 
properly taxed as ordinary income. In 
the years in issue both types of lots were 
held primarily for sale to customers in 
the ordinary course of business. Al- 
though taxpayer had acquired the orig- 
with the 
intention of building a home there, he 
subdivided the tract and entered 
in the business of building and selling 
Most prospects 
sought out taxpayer, so he did not have 
effort. This 
, CA-7, 3/9/60. 


inal tract as an investment, 


later 


houses on the lots. 


to expend much selling 
court affirms. Patrick 


BREEDERS 


Capital gain on sale of pelts from fox 
breeding stock. Taxpayer, a fur fox 
rancher, bred and raised foxes and sold 
their pelts. Pelts from animals culled 
from the breeding herd were sold along 
with other pelts. Citing its recently de- 
cided Edwards case (32 TC 64), the Tax 
Court rules that the breeder pelts are 
1231 assets and gain upon sale is capital. 
The fact that the live 
held 


business was not affected by the sale of 


breeders were 
primarily for use in taxpayer's 


their pelts. That there was no sale of 
ictual livestock is immaterial; it is not 
necessary for a 1231-asset to be sold in 
the form in which it was held by tax- 
payer. Herbert A. Nieman & Co., 33 TC 
No. 53. 


Breeder foxes included in inventory are 
not depreciable. Taxpayer, a fur fox 


rancher, included breeder foxes in in- 


ventory and had not claimed deprecia- 
tion on the foxes for the years in ques- 
tion. Under the Regulations, taxpayer 
had the option of either treating the 
breeding stock as capital assets subject 
to depreciation or of including such 
stock in inventory. If included in in- 
ventory, no depreciation may be taken. 
The Tax Court now denies a deprecia- 
tion deduction since taxpayer had 
elected to use the inventory method. 
Herbert A. Nieman & Co., 33 TC No. 


TIMBER 

Capital gain on timber rights. Tax- 
payer had a contract right to cut certain 
timber. His cost was to be 20% of the 
gross selling price of the logs. The court 
holds taxpayer had an economic interest 
in the timber sufficient to give him capi- 
tal gain on the profit from cutting and 
disposing of the timber. Stone, DC Ore., 
12/17/59. 


Timber value is determined. Under Sec- 
tion 631(a), a taxpayer may treat the 
cutting of timber as a capital transac- 
tion. The value at time of cutting is con- 
sidered to be proceeds of a sale, for pur- 
poses of computing the capital gain. 
The court determines the value of tim- 
ber cut by taxpayer. Draper, DC Wash., 
2/17/60. 


Valuation of cut timber is determined. 
Under Section 631(a) of the 1954 Code 
and corresponding provisions of the 
1939 Code a treat the 
cutting of timber as a sale for capital 
gain purposes. The value at time of 
cutting is considered the sales price. The 
court here 


taxpayer may 


of cut 
timber to have been $18 per thousand 
board feet rather than the $40 valua- 
tion claimed by taxpayer or the $13 
valuation fixed by the Commisisoner. 
Murphy, DC Wash., 1/8/60. 


finds the valuation 


Sale of turpentine is not timber sale; 
gain is ordinary. The Code permits capi- 
tal gain treatment of the disposal of 
timber under a contract by which the 
seller retains on economic interest. Tax- 
payer argued that its “lease’’ of the 
right to remove turpentine from stand- 
ing pine was such a disposal. The dis- 
trict court agreed, but this court re- 
verses. While the turpentine gum was a 
part of the tree, its sale is not the sale 
of part of a stand of timber. The capital 
gain provision takes into account that 
the value of a stand of timber is the re- 
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sult of a long period of growth. There 
is no corresponding justification for 
capital gain on turpentine. Brown Wood 
Preserving Co., CA-6, 3/7/60. 


DEPRECIATION 
Customer contracts not depreciable. 
Taxpayer purchased for $337,000 the 
assets of a checking account system busi- 
ness patronized by banks. The assets in- 
cluded 200 contracts (value $290,000) 
with banks which had subscribed to the 
service for 5 years. Taxpayer argued 
that it acquired 200 separate contracts, 
each of which was property used in its 
trade or business and accordingly should 
be amortizable over the remaining life 
of the contracts. The Tax Court, hold- 
ing that taxpayer had acquired a single 
intangible asset which is not exhausted 
by the passage of time, disallows the de- 
duction. The court also rejects taxpay- 
er’s alternative argument that a deduc- 
tion should be permitted in the year 
of cancellation of a contract. Cancella- 
tion of a contract would merely reduce 
the total value of the single asset which 
might be offset by the acquisition of new 
contracts. Thrifticheck Service Corp., 33 
TC No. 117. 


Drilling rig has six-year life. The court 
finds that the useful life of a portable 
drilling rig was not three years as 
claimed by taxpayer, or eight years as 
determined by the Commissioner, but 
six years. Use of the declining balance 
method is permitted for the first year 
at twice the normal rate. Vickers, Inc., 


TCM 1960-47. 


Costs deducted on returns reduce ac- 
cumulated profits though they were 
books. 
operating a natural gas system was re- 


capitalized on A corporation 
quired by the Federal Power Commis- 
sion to capitalize large amounts of in- 
terest, taxes and intangible drilling and 
development expenses. These amounts 
were, however, properly deducted for 
Federal income tax purposes. The IRS 
now rules that these charges are reduc- 
and 


profits in determining amounts avail- 


tions of accumulated earnings 
able for distribution as dividends in the 
year in which they are deductible for 
income tax. The capitalization on the 
books does not affect the computation 


of accumulated earnings. Rev. Rul. 
60-123. 
DEDUCTIBILITY 


*Advance payment for future delivery 
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of cattle feed deductible. Taxpayer, a 
rancher in a drought area, was consider- 
ing selling his herd, but decided to hold 
on if he could be assured of feed. He de- 
posited $50,000 with his feed dealer in 
accordance with a contract of purchase 
of several months’ requirements, prices 
to be as of date of shipment. The Tax 
Court found the $50,000 not deductible 
in the year of payment saying it was 
merely a deposit. This court reverses. 
This was not a mere deposit. Taxpayer 
bargained for preferential treatment in 
filling his requirements the following 
year by making the payment in advance. 
Cravens, CA-10, 11/25/59. 


Cooperative’s dividends were paid to 
patron creating profit; they are de- 
ductible. a non-exempt 
farmer’s cooperative association in the 


Taxpayer is 


cotton ginning business. Under its by- 
laws, non-member patrons were to par- 
ticipate in patronage dividends on the 
same basis as member patrons. A sub- 
stantial portion of the cotton ginned 
was grown by sharecroppers under an 
the 
longed to the landlord and sharecropper 
jointly. At the time of the delivery of 
the the landlord 
disclosed ownership 


arrangement whereby cotton be- 


cotton to taxpayer, 
the joint 
throughout the ginning process, the re- 


and 


spective interests of landlord and tenant 
the 
tween the landlord and taxpayer, the 


were designated. In contract be- 


landlord declared himself to be agent 
for his tenants. Taxpayer paid patron- 
age dividends to the landlord but com- 
puted the tenants’ shares separately and 
advised the landlord of these amounts. 
Patronage dividends paid by a non- 
exempt cooperative may be excluded 
from its gross income where they are 
made pursuant to a pre-existing obliga- 
tion and the patron receiving the re- 
bate is the one whose patronage created 
the profit distributed to him. The Com- 
missioner argued that since the land- 
lord here received the dividends repre- 
senting profits created by the tenants, 
the rebates did not qualify for exclu- 
sion. The Tax Court disagrees and finds 
that the tenants’ patronage dividends 
were paid to the landlord as agent for 
the tenants and thus qualified for exclu- 
sion. Producers Gin Association, 33 TC 
No. 66. 


Lease for less-than-expected life is valid; 
one for full life is sale. In Rev. Rul. 
55-540 the IRS provided some guides 
to determining whether a_ particular 
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transaction is a sale or lease of equip- 
ment. One guide was whether the sum 
of the rentals over a relatively short 
part of the expected life of the equip- 
ment approximates the ordinary pur- 
chase price. If so, and if the lessee may 
continue to use the equipment at a 
nominal rental, then the transaction is 
a sale. The IRS here applies that test 
to two transactions. One contract pro- 
vided for a three-year lease with option 
to renew for up to three years more. 
At the end of that period the equip- 
ment must be returned to the lessor. 
Thirty-nine equal payments were re- 
quired—one each month for the first 
three years and one for each year of 
renewal. Because of the low rental in 
the renewal period the IRS says it is 
reasonable to assume that the option to 
renew will be exercised. Since the use- 
ful life of the equipment is substantially 
in excess of 72 months, the arrangement 
is a lease. The higher payments in the 
first three years are in the nature of 
advance rental; the total cost must be 
spread equally over the entire life of 
the lease; 1/72 of the total of the 39 
payments may be deducted each month. 
The second contract, the IRS rules, is 
a sale. It provided for an initial lease 
for 36 months at a total rent somewhat 
higher than the outright cash price. 
After this period the contract could be 
renewed indefinitely for a rental (in- 
cluding maintenance) slightly higher 
than the company’s ordinary charge for 
maintenance alone. Since the lessee 
would have the right to keep the equip- 
ment for its entire useful life at a mini- 
mum rental, it is reasonable to assume 
that renewal will be elected. The cost 
of the equipment must be capitalized 
and depreciated over its useful life. Rev. 
Rul. 60-122. 


Demolition costs added to basis of land. 
Taxpayer in 1950 purchased land adja- 
cent to some it already owned, with the 
intention of building new plants on the 
whole plot. In 1953 it razed some build- 
ings on the property and sought to de- 
duct their cost as a demolition loss. ‘The 
court the deduction on _ the 
ground the property was acquired with 
the intention of razing the buildings 
and constructing a new plant. Their cost 
is a cost of the land. Barrow Mfg. Co., 
Inc., TCM 1960-38. 


denies 


Loss of goodwill on liquidation not 
shown. Taxpayer claimed a loss of good- 
will on the dissolution of his partner- 


ship, which had operated a pharmacy, 
and the sale of its assets. The court finds 
that taxpayer did not prove goodwill 
was lost; the selling price of the business 
was in excess of the market value of 
the equipment, and the purchaser con- 
tinued to operate the business at the 
same location. Presumably goodwill had 
been sold ot him. Furthermore taxpayer 
did not know that the figure at which 
goodwill had appeared in his books was 
his tax basis for the asset. Ginsburg, 
TCM 1960-37. 


ACCOUNTING METHODS 


Death benefit not accruable at em- 
ployees’ retirement. Taxpayer, an auto 
manufacturer, maintained group life in- 
surance on retired employees. It claimed 
a deduction in 1951 for the total face 
amount of insurance on the lives of 
employees who retired in that year, 
arguing that because of the way the 
premiums on the policies were com- 
puted it had then a liability to pay the 
total death benefit as the employees 
died. Under the insurance policy, tax- 
payer paid an estimated premium 
monthly and after the end of the year 
the total was adjusted to equal the 
actual benefits paid out by the insur- 
ance company, conversion privilege and 
other costs and a surcharge for the in- 
surance company’s services. The court 
denies the deduction. The method of 
computation of the premium is not 
controlling; any mutually satisfactory 
method might have been adopted. The 
insurer had the right to cancel under 
certain conditions and, finally, it is pos- 
sible that excessive payments on other 
policies on active employees might re- 
duce the taxpayer’s obligation under 
this policy. The liability was not fixed 
in 1951. Chrysler Corp., 33 TC No. 96. 
Dealer’s reserves income in year of 
credit. In accordance with the Supreme 
Court’s decision in Hansen, 360 U. S. 
446, holds 
dealer’s reserve account on the books of 
a bank 
dealer in the year credited, even though 


this court that an auto 


is income to the accrual-basis 
a portion of the reserve represented the 
dealer’s share of the finance charges. 
This distinction does not justify a de- 
parture from the Hansen 
Morgan, CA-9, 3/15/60. 


principle. 


Omission of sale destroys opportunity 
to elect installment method. Taxpayer 
seeks the benefit of the installment sales 
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provisions covering a sale of realty, al- 
though due to an error of his account- 
ants, the sale was not reported on the 
return when filed. The court points out 
that the statute specifically provides 
that a taxpayer “may report” income on 
the installment basis. Since he is not 
required to do so, the court treats the 
language as conferring a right of election 
which must be timely made. According- 
ly, the failure of the accountant as 
agent of taxpayer to make a timely elec- 
tion is attributable to taxpayer as his 
act, and precludes him from making the 
election after the return has been filed. 
Hornberger fr., TCM 1960-43. 


Non-exempt farmer’s co-op denied ex- 
clusion for patronage refunds not prop- 
erly allocated. Taxpayer, a non-exempt 
farmer’s cooperative, held an annual 
stockholder’s meeting at which it an- 
nounced the total amount of patronage 
dividends to be paid. Taxpayer accrued 
the amounts on its books and claimed 
its tax re- 
turn. The Tax Court denies an exclu- 
sion on the grounds that taxpayer did 
not make a proper and timely alloca- 
tion. The court relies on the Regula- 
tions which it does not find unreason- 
able or inconsistent. Under the Regula- 
tions, a cooperative is required to either 
pay or allocate patronage dividends be- 
fore the due date of its return in order 
to be able to exclude them. Allocation 
is accomplished either by payment or 
notice to the individual patrons of the 
amount of Here, there 
was no notification (action at the meet- 
ing not being notification to the indi- 
vidual members) and the refunds were 
not paid prior to the due date of tax- 
payer's return. Farmer’s Cooperative 
Co., 33 TC No. 30. 


an exclusion for them on 


their refunds. 


OTHER DECISIONS 


Debt not worthless in taxable year. Tax- 
payer, an attorney, lent money to an in- 
dividual engaged in business who as- 
signed to him all royalty and patent 
rights in certain machinery. The ven- 
ture was a failure and the taxpayer did 
not fully recover his advances. The Tax 
Court held that there was no worthless- 
ness in the taxable year. The taxpayer's 
later actions indicated that he still had 
hope of making the venture profitable 
and he made genuine efforts toward that 
end. After the taxable year he continued 
to receive royalties which were applied 
against the loan. This court affirms. In 
contrast to business bad debts, a non- 


business bad debt, to be deductible at 
all, must become totally worthless dur- 
ing the taxable year. If it becomes only 
partially worthless, it is not deductible 
to any extent in that year. Rollins, CA- 
4, 3/15/60. 


Publisher is denied deduction for ex- 
pense of influencing legislation. Tax- 
payer, a newspaper publisher and edi- 
tor, circulated a voters’ petition to have 
a state tax law declared invalid. Tax- 
payer claimed a business deduction on 
the ground that the tax act would ad- 
versely affect local business and would 
consequently hurt the advertising in- 
come of his newspaper. Citing Cam- 
marano (358 U.S. 498), which held that 
amounts paid for publicity programs 
designed to persuade voters to vote 
against initiative legislation are not 
ordinary and necessary, the Tax Court 
disallows the deduction. Further, under 
the Regulations, amounts paid for lobby- 
ing or the promotion or defeat of legis- 
lation are not deductible. For the same 
deduct the 
payments as a nonbusiness expense in 
connection with the conservation of his 
property. Washburn, 33 TC No. 112. 


reasons taxpayer may not 


Sales proceeds, impounded pending out- 
come of litigation, not taxable until 
actually received. The owner of oil 
lands negotiated with a corporation 
toward execution of a mineral lease. He 
finally decided against the lease, but 
the corporation commenced suit against 
him contending a valid lease had been 
The 


a lease in favor of taxpayer, a controlled 


made. owner thereafter executed 
corporation, which proceeded to develop 
the property. However, because of the 
pending suit, taxpayer found it hard to 
sell the oil. When sales were consum- 
mated a percentage of the price was 
withheld by the buyer and wasn’t ac- 
tually released to taxpayer until 1951 
upon taxpayer’s posting a bond. The 
court holds no part of the funds with- 
held by the buyer was taxable until 1951 
at which time the amount then released 
became so taxable. The rest of the im- 
pounded monies became taxable in 1952 
when actually received by taxpayer upon 
termination of the suit. The court also 
finds that a reduction of royalty in- 
terest by the owner of the property to 
be received by taxpayer, a controlled 
corporation, was without consideration 
or business purpose, does not recognize 
it for tax purposes. Mel Dar Corp., 
TCM 1960-56. 
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Anticipatory assignment of royalty in- 
come won’t avoid the tax. At the date of 
her death, taxpayer‘s wife owned a 2% 
oil royalty interest. She died testate 
and left nothing to taxpayer. He elected 
to take against the will and instituted 
suit. Royalties accruing thereafter were 
impounded by the payor pending out- 
come of the litigation. The court holds 
the entire amount paid over to taxpayer 
and following the 
settlement assignments of the right to 
share in future income when received 
does not relieve the assignor from the 
obligation to report such amounts as 
his income. It also finds no basis for the 
argument that the distribution of the 
impounded royalties constituted an ex- 
cludable rather than dis- 
tributable income of the estate. Nalle, 
TCM 1960-41. 


Tax aspects of accounting + 


various assignees 


inheritance 


Bank need not include bad debt re- 
coveries in excess profits net income. A 
bank employing the reserve method of 
accounting for bad debts computed its 
excess profits net income by adding 
back to normal tax net income the de- 
ductions which it had taken under the 
reserve method, and deducted actual 
bad debts for each year. This method 
was specifically allowed by the EPT law. 
The Commissioner contended that the 
bank should have also included in excess 
profits net income the income attribut- 
able to the recovery of debts which gave 
rise to deductions for prior years as to 
which no excess profits tax was imposed. 
Affirming the Tax Court, this court 
holds the statute requires no such in- 


clusion and finds for the bank. Mer- 
cantile Nat’l Bank at Dallas, CA-5, 
3/15/60. 


Unearned premiums on health and ac- 
cident insurance are not “life insurance 
reserves.” A nonrenewable, single-pre- 
mium health and accident insurance 
contract, issued alone or in conjunction 
with a life contract, which 
does not impose an obligation on the 
issuing company to renew the contracts 
at a specified premium to the age of 60 
or more, is not a noncancellable life, 
health or accident policy within the 
meaning of Section 801. Accordingly, 
the unearned premiums and unpaid 
losses on such contracts may not be 
included as part of “life insurance re- 
serves” in determining whether an in- 
surance company qualifies as a life in- 
surance company for tax purposes. Rev. 
Rul. 60-54. 


insurance 
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CAPITAL GAINS & DEPLETION CASES IN OIL & GAS 





Right to separate natural gas not an 
economic interest; depletion denied. Tax- 
payer’s contract with leaseholders in an 
oil field provided that it would construct 
a plant and pipe lines, would separate 
out the heavier, saleable hydrocarbons 
(50% of which would be turned over to 
the sellers as their share) and would re- 
turn the lighter hydrocarbons into the 
pressure. The Tax 
Court held that taxpayer owned the gas 


field to maintain 


in place and because it made an invest- 
ment in drilling, plants, lines, etc., of 
millions of dollars, it had an economic 
interest in the gas in place and was 
entitled to percentage depletion on 
100% of its income from the sale of 
Fifth 
versed. The contract did not convey 


hydrocarbons. The Circuit re- 
hydrocarbons to taxpayer. It granted 
natural gasoline, condensate and other 
products to be produced subject to the 
following conditions: taxpayer had no 
right to enter, drill or take any gas ex- 
cept that which the leaseholders de- 
livered on the top well connections; the 
leaseholders paid taxes on all gas in 
place; taxpayer could not encumber the 
leases, and could not assign the con- 
tract. Part (20%) of taxpayer’s gross sales 
from the plant was from processing of 
hydrocarbons for third parties in un- 
related producing areas. Taxpayer was 
not required to look solely to income 
from any one property to recover the 
value of its investment. It 
neither legal nor equitable interests nor 


acquired 


a sublease, and may not deduct deple- 
tion. There was a long dissent on the 
principal ground that taxpayer’s contri- 
bution of indispensable facilities at a 
substantial cost was an investment, giv- 
ing it an economic interest in the min- 
erals in place. La Gloria Oil & Gas Co., 
cert. den. 1/11/60. 


Commissions to del credere agent do 
not reduce depletable income. When a 
mine operator sells his product through 
a middleman who receives a portion of 
the proceeds as his compensation, it is 
whether the 
operator's gross income from the prop- 
erty for computing depletion is the net 
amount received from the middleman or 
is the middleman’s price to customers 


necessary to determine 


unreduced by his own commission. 
When the middleman is regarded as a 


purchaser, the operator’s gross income 


is the net amount he receives. If, how- 
ever, the middleman is the operator's 
agent, then the operator’s gross is the 
middleman’s selling price unreduced by 
the commission. The IRS here rules 
that a del credere agent (one who guar- 
antees the collectibility of sales he 
makes) is not a purchaser; he is merely 
an agent. Therefore the operator's gross 
income for depletion is the sales price 
set by the agent unreduced by the 
agent’s commission. Rev. Rul. 60-98. 


Need not deduct charitable contribu- 
tions for percentage depletion limita- 
tion. The Tax Court has held in US 
Potash (29 TC 1071) and F.H.E. Oil 
Company (3 TC 13) that in computing 
net income from the property to deter- 
mine the limitation on percentage de- 
pletion (it cannot be in excess of 50% 
of net income) taxpayers are not re- 
quired to treat charitable contributions 
as reducing the income from the prop- 
erty. The IRS rules that it will follow 
these decisions. However, business ex- 
pense cast in the form of charitable 
contributions must reduce net income 
from property. Rev. Rul. 60-74. 


Sale of first of two successive reserved 
oil interests was “carved out” ordinary 
income. In 1952, taxpayer transferred 
for $105,000, an oil lease and equip- 
ment, reserving 75% of 7/8 of the oil 
produced until $150,000 with interest 
was received and thereafter 80% of 7/8 
of.the oil produced until an additional 
$200,000 
Later that year, taxpayer sold the $150,- 
000 oil payment to a third party for 
$150,000 and in 1953 the second pay- 
ment was sold for $200,000. Taxpayer 
argued that since the assignee of the 
lease was required to find a purchaser 
for the $150,000 payment, the sale of 
that oil payment was capital gain from 
the sale of the lease itself. Alternative- 
ly, he argued that the first oil payment 
was a Capital asset and its sale resulted 
in capital gain. The Tax Court decides 
that the $150,000 received in 1952 (the 
only year before the court) is ordinary 
income subject to depletion. Relying on 
Lake (356 U.S. 260) the court finds that 
when taxpayer sold the first oil pay- 
ment, he carved out a part of the total 
reserved interest and, in effect, assigned 
his right to receive future ordinary in- 


with interest was received. 


come. The court distinguishes the un- 
reported Witherspoon case cited by tax- 
payer where capital gain was allowed 
with respect to the sale of the first of 
two reserved oil payments. There, both 
payments were payable concurrently 
whereas here there were successive oil 
payments. Killam Estate, 33 TC No. 41. 


IRS will follow Whitwell; unitization 
adjustment for development costs is not 
income. In the Whitwell case, taxpayers 
as owners of oil and gas leases had joined 
with other nearby owners in a large 
unitized production unit. In order to 
equalize the development costs of the 
entire unitized property, a determina- 
tion was made of the total costs per 
well, and taxpayers were credited with 
a stipulated amount as their unitization 
adjustment. Instead of receiving cash, 
taxpayers in the Whitwell case received 
the right to net oil payments. The court 
there held such payments were a return 
of taxpayers’ capital investment rather 
than true oil payment income, since the 
debtors (the unitized field) were not re- 
lieved of liability if the oil production 
had been insufficient for payment. The 
Service announces it will follow the 
Whitwell decision in all cases in which 
the recipient does not have to look 
solely to the income from production 
of the oil to satisfy the debt. Rev. Rul. 
60-19. 


Refiner has ordinary income on “sale” 
of contracts with producers. Taxpayer 
had been for forty years a processor of 
casinghead gases. It had contracts with 
eight oil producers under which it con- 
structed pipelines from the producers’ 
fields to its refinery, where it processed 
the gas, for which taxpayer received a 
fixed percentage of the proceeds of sale. 
It “assigned” these contracts to another 
refiner at the same time it sold the 
assignee its physical plant. Taxpayer re- 
ported the proceeds received on the 
assignment as long-term capital gain 
from the sale of capital assets. The Tax 
Court found, and this court affirms, that 
the so-called assignment and sale was 
merely an arrangement whereby the 
assignee was employed at a fixed com- 
pensation to perform a portion of the 


work required under the contracts. The 
payment is ordinary income. Bankline 
Oil Co., CA-9, 2/2/60. 
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Civil or criminal trial first? 
a close and difficult question 


by ROBERT M. SCHMIDT 


Usually the Government presses to conclude a criminal trial before proceeding with 


the civil trial. But taxpayer's counsel can reverse the order in some cases. The 


question is: should he? This article analyzes the advantages and penalties in going 


through the civil trial first, and concludes that no general rule is possible. This 


analysis will help tax men evaluate relative merits of each course in a particuiar case. 


i DEPARTMENT OF JUSTICE and the 
Internal Revenue Service presently 
administer a policy of long standing 
whereby the criminal phase of any tax 
fraud case is completed before negotia- 
tions are undertaken toward the informal 
settlement or judicial determination of 
the civil tax liability and civil fraud 
penalties. For many years taxpayers have 
sought ways to maneuver the trial of 
the case in either the Tax Court or the 
Federal district courts before the crim- 
inal trial. Several objectives of these 
efforts include: (1) discovery of the Gov- 
ernment’s evidence, (2) postponement 
of the criminal trial with the attendant 
possible loss of witnesses or evidence, 
(3) a change in trial atmosphere as the 
case ages, and (4) payment of the taxes 
as a tactic for possible use in presenting 
the case to a jury. 


Reasons for the Government’s policy 

Government policy makers! are con- 
cerned that the criminal sanctions im- 
posed by Congress shall not be used as 
a threat to coerce an excessive civil tax 
liability. An excessive tax should not re- 
sult either because a taxpayer has, in 
effect, paid to have his criminal case 
dropped or because the taxpayer has 
withheld evidence which relates to his 
tax liability for fear that it might be 
used against him in the criminal prose- 
cution. 

The legislative scheme of sanctions is 
also cited as supporting preference for 
the criminal trial proceedings. Congress 
has imposed a hierarchy of sanctions of 


both a criminal and a civil nature, and 
the use of one does not preclude resort 
to the other.2 Nevertheless, the Govern- 
ment regards the criminal sanctions as 
paramount because of the greater bur- 
den of proof upon the Government and 
because the penalties include imprison- 
ment. It believes, as a matter of policy, 
that the question of the imposition of 
the gravest penalties should be disposed 
of before there is an attempt to assert 
the civil penaities. 

Another consideration cites the pur- 
pose of the criminal sanctions. If the 
sanctions are to act in terrorem upon 
parties whose conscientious scruples are 
not sufficient to balance their hopes of 
profit,? it is argued, the publicity of 
convictions should occur at a time close 
to the date of the charged. 
Finally, practical considerations are cited 
as justification for the policy, including 
the possible unavailability of witnesses 
and sources of information. 

The litigated cases reveal an evolu- 
tion in the judicial attitude toward this 
Government policy. Nearly three decades 
ago in the criminal O’Brien case,* a 
continuance was requested to pursue the 
procedures for the civil determination of 
the tax liability. The appellate court 
affirmed the trial court’s denial of the 
motion and stated that an application 
for a continuance on these grounds is 
properly denied as being “belated ac- 
tion in seeking to adjust unpaid taxes 
with the Government and having 
nothing to do with the prosecution of 
the criminal action.’’5 


offense 
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A new approach under extraordinary 
circumstances is exemplified by the East- 
ern District of Wisconsin in the Brodson 
case. The taxpayer, under indictment 
for willful attempted tax evasion, con- 
tended that a jeopardy assessment and 
tax liens pertaining to the disputed tax 
liability tied up his funds, thereby de- 
priving him of the means to defend 
himself, in violation of his rights to due 
process of law and effective assistance of 
counsel in a complicated net worth 
prosecution. The trial court granted a 
continuance so that the Tax Court 
could determine the civil tax liability 
and the rights to the assets seized by the 
Government.® 

A liberal approach by the Tax Court 
and by the Sixth Circuit appears in the 
Licavoli litigation? The Tax Court 
entered a decision of no deficiency, 
which, in practical effect, struck from 
the record the Commissioner’s answer 
in the case because of the Government’s 
failure or refusal to comply with the 
court’s order to file an amended answer 
making a more complete statement of 
the defense. A criminal indictment for 
tax evasion was pending for two of the 
years involved. On appeal, the Govern- 
ment argued that the disclosure of its 
evidence prior to the criminal trial 
might seriously impair prosecution by 
affording the taxpayer an opportunity 
to concoct defenses and by minimizing 
the possible effectiveness of cross-exam- 
ination if he should take the stand. 
In rejecting this contention the ap- 
pellate court stated: 

“On this issue we agree with the com- 
ment of the Trial Judge that the Tax 
Court must confine itself to its own 
problems. We do not believe that a rule 
of pleading in civil actions, applicable 
in a case when no criminal action is 
pending, should be held not applicable 
in another case merely because a crim- 
inal action is pending. The trial of the 
civil case is independent of the criminal 
action.” 

This decision tacitly affirms the Anglo- 
Saxon principle of presumed innocence, 
for the court was unwilling to assume 


1 See, for example, the motion in opposition to the 
granting of a continuance in Brodson, No. 187 
Crim. U. (E.D. Wis. 1957). 

2 Spies, 317 U.S. 492 (1943). 

% Dorsheimer, 74 U.S. (7 Wall.) 166 (1868). 

451 F.2d 193 (CA-7), cert. denied, 284 U.S. 673 
(1931). 

#5 Idem. p. 195. 

® Brodson, 155 F. Supp. 407 (E.D. Wis. 1958). 
715 TCM 998 (1956). 

8 Licavoli, 252 F.2d 268 (CA-6 1958). 

* Idem. p. 273. 
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subornation of perjury or manufactured 
evidence by the taxpayer. 


A taxpayer’s considerations 


The real crux of the problem is, of 
course, what are the governing con- 
siderations affecting the desirability of 
attempting to have the civil trial pre- 
cede the trial? While a tax- 
payer may claim the Fifth Amendment 
against the civil 
trial because of the pending criminal 


criminal 
self-incrimination in 


action, this right is rendered academic 
because of the civil holdings that un- 
explained understatements of income 
could evidence an intent to defraud the 
Government. There is conflicting law 
on this point. 
fore, be conscious that they may have to 


Taxpayers must, there- 


reveal evidence which can be used in a 
later criminal trial or face the peril of 
an adverse civil verdict resulting from 
remaining silent in-an instance in which 
the burden of proof is upon them. Simi- 
lar considerations surround the decision 
as to whether the taxpayer should take 
the stand in the civil trial. The stern ap- 
proach of the Tax Court is eloquently 
stated by Judge Van Fossan, as follows: 

“A record may be judged also by the 
absence of testimony as well as by its 
presence. Here, although present in the 
court room during the hearing, the tax- 
payer, for his own reasons, elected not 
to take the stand as a witness. Theoret- 
ically, the taxpayer should, in a case 
such as this, be his own best witness. His 
unexplained failure to testify gives rise 
to a presumption that had he testified 
and told the truth his testimony would 
have been unfavorable to his cause.’’!° 
If the taxpayer waives the privilege 
self-incrimination, he 


against subjects 


himself to the government's broad 
power to examine him. Rule 31 of the 
Tux Court Rules of Practice incorpo- 
reference Rule 43(b) of the 


Federal Rules of Civil Procedure relat- 


rates by 


ing to the examination of unwilling or 
hostile witnesses. Thus, in all civil trials 
the Government can call the taxpayer 
as an adverse party, interrogate him by 
leading questions, contradict, and im- 
10 Max Cohen, 9 TC 1156, 1162 (1947). 


1 Unreported (Tax Court Docket No. 39317). 
12 353 U.S. 657 (1957). 
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peach him. Government attorneys may 
obtain vital information through cross- 
examination and meticulously pin down 
details not otherwise obtainable. Books, 
records, and other documents may be 
subpoenaed from the taxpayer. 

Such a technique was used with 
devastating effect in the Tax Court 
trial of Sidney A. Brodson.11 His books 
and records were subpoenaed and he 
was cross-examined as to records and 
information previously unavailable to 
the Government. The Government was 
able to establish the accounts receivable 
and accounts payable of this taxpayer on 
a hybrid system of accounting. It is 
doubtful that either of these items could 
have been established if the criminal 
case had first proceeded to trial. Conse- 
quently, after one week of trial, the tax- 
payer stipulated to the full tax defi- 
ciency and penalties alleged by the Gov- 
ernment and entered a plea of guilty to 
the major count of the indictment in 
the criminal case. The jail sentence, 
fine, and ad valorem penalties were in- 
deed a heavy price to pay for having the 
civil case precede the criminal case. 

Another that 
significant as a matter of tactics and 


consideration may be 
revelation of evidence concerns the de- 
termination of which party must pro- 
ceed first with the production of evi- 
The Tax Court, for example, 
follows a rule of thumb based upon the 


dence. 


burden of proof. The petitioner pro- 
ceeds first in instances where the entire 
burden The 
sioner must generally proceed where he 


rests upon him. Commis- 
carries the original burden in transferee 
cases or cases in which all years are 
barred by the statute of limitations ex- 
cept for The matter is 
tionary with the trial judge in mixed 
burden 


fraud. discre- 


situations where each side has 
a burden to carry. In the Brodson case 
the the Govern- 
ment to produce its evidence first even 


Tax Court directed 
though most of the years involved were 
not barred by the statute of limitations. 
If there are many open years involved, 
however, the taxpayer will usually find 
that he must produce his evidence first. 

Recent developments in the law affect 
the evaluation of the merits of maneu- 
vering for the trial of the civil case. The 
most significant change was brought 
about by the Supreme Court decision 
in the Jencks case! and the subsequent 
legislative enactment embodied in 18 
USCA Section 3500. This statutory pro- 
vision broader disclosure of 


the statements in the Government’s file 


allows a 


than was heretofore possible. It is 
presently common practice for the Gov- 
ernment to turn over to the defense 
counsel for their inspection the reports 
of the Revenue Agents and Special 
Agents at or after the time they have 
testified in the criminal case. These re- 
ports were previously obtainable during 
the criminal trial only if the witness 
used them while testifying or refreshed 
his memory with the report while on the 
stand. This increased “discovery” of the 
reports of the investigating agents and 
statements of other witnesses falling 
within the statutory definition gives an 
opportunity for taxpayers and their 
counsel to learn a substantial amount 
about the Government's case. Probably 
the amount of detailed information 
learned by using 18 USCA Section 3500 
approximates that learned by having 
the civil trial first. The major difference 
is the time factor. In the criminal trial, 
counsel have only a matter of hours at 
the most to digest the material and ob- 
tain countervailing evidence if it exists; 
whereas if the civil case is heard first, 
weeks and perhaps months may elapse 
before the criminal trial. The practical 
operation of the Jencks legislation may 
provide an effective substitute for the 
discovery sought through the civil trial. 

Current cases have also been stringent 
in allowing evidence in criminal cases 
concerning the payment of the civil tax 
liability. The theory is that such evi- 
dence is self-serving and unrelated to 
the taxpayer's state of mind at the time 
he filed his return. This means that the 
principal remaining advantage is the 
passage of time involving the gamble on 
the loss or unavailability of witnesses or 
evidence. 


No generalizations possible 

The Government policy can be criti- 
cized in many respects. It shows little 
concern for the evidentiary problems 
the taxpayer may encounter in carrying 
the burden of proof in the delayed 
civil proceedings. In the face of long 
delays, amounting in some instances to 
several years, it is unsatisfying to say 
that the taxpayer is in the best position 
to know and prove the facts relating 
to his income. Nevertheless, considera- 
tion of the relevant factors indicates that 
the trial of the civil before the criminal 
case, though much sought-after, is not 
an unmixed blessing. The various factual 
patterns and tactical considerations do 
not permit a generalization concerning 
the approach to be employed in every 
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case. Often the risks and the burdens 
involved outweigh the present advan- 
tages to be gained by pressing for an 
early civil trial. The only conclusion 


can be that such procedure is a calcu- 
lated risk to be evaluated by the exper- 
ienced practitioner in the light of all 
known facts. w 


New fraud and negligence decisions 





Gross understatements of partnership 
income sufficient evidence of fraud. 
The Commissioner reconstructed by the 
net worth method the net income of a 
partnership which sold packaged liquor 
at overceiling prices. Even with cer- 
tain adjustments in the partnership’s 
favor, the understatements amounted to 
over 100% in 1942 and 1943, and over 
200% in 1944. Taxpayers offered as ex- 
planation for the overceiling sales that 
the OPA prices did not afford a sufh- 
cient mark-up. This argument was evi- 
dence, the trial court said and this court 
affirms, that taxpayers were well aware 
of the understatements of income. Fraud 
penalties for these years are upheld. 
Kalil, CA-5, 11/10/59. 


Fraud proved with checks drawn to 
fictitious payees. Taxpayer was a 50% 
member of a partnership and also a 
principal stockholder of a corporation 
both of which were engaged in the 
manufacture of men’s clothing. He ad- 
mitted drawing checks on the partner- 
ship or corporation payable to fictitious 
payees and then endorsed the payee’s 
name and cashed the checks. The court 
holds proof of taxpayer’s receipt of the 
proceeds from these checks and the 
failure to report it as income under 
such circumstances, without more, was 
sufficient evidence of fraud. Although 
taxpayer claimed that he paid the pro- 
ceeds to a tailoring contractor to avoid 
a slowdown in the tailoring work being 
done for his partnership and corpora- 
tion, the court finds no evidence to sup- 
port such claim. Morris, TCM 1960-68. 


Fraud penalties are upheld against tax 
attorney who didn’t file his own returns. 
In 1952 taxpayer, a practicing CPA and 
tax attorney, filed delinquent income 
tax returns for the year 1945 to 1951 
and paid the tax and penalties for will- 
ful failure to file returns. Thereafter, 
the Commissioner assessed fraud penal- 
ties. Taxpayer contended that, since he 
filed returns and paid the tax, there was 
no deficiency in tax which could form 
the basis of the assessment of fraud 
penalties and, hence, that the Tax Court 
was without jurisdiction. The court 


holds it has jurisdiction since the penal- 
ties are properly the subject of a notice 
of deficiency. It also finds that the penal- 
ties were proper; taxpayer’s only ex- 
planation of his failure to file was that 
his work kept him too busy to take care 
of his own tax liability. The amount of 
the fraud penalty (50% of the de- 
ficiency) is 50% of the correct tax due 
—not the excess over the tax shown on 
the delinquent returns. Finnorn, TCM 
1960-14. 


Fraud found in omissions of scrap sales. 
The Commissioner sustained his burden 
of proof of fraud with respect to tax- 
payer’s failure to report income from 
sales of scrap. In addition, the court 
finds that all of the assets of a corpora- 
tion were transferred to taxpayer in re- 
turn for his stock on 1/1/44, and that 
taxpayer therefore realized a gain in 
1944 with respect to the transfer meas- 
ured by the difference between his cost 
and the fair market value of the assets 
received. Lowy, TCM 160-32. 


Newspaper mention of prior conviction 
voids evasion. An executor had been 
tried for wilfully attempting to evade 
estate tax. The jury had found him 
guilty, but several months after the con- 
viction, defendant’s attorney moved for 
a new trial on the ground that certain 
members of the jury had become preju- 
diced. Two articles mentioning de- 
fendant’s prior conviction for income 
tax evasion had been published in local 
newspapers during the trial and one of 
the jurors had read the articles and 
mentioned them to three other jurors. 
The court ruled that defendant was en- 
titled to a new trial because of the prob- 
ability that knowledge of the earlier 
conviction prejudiced the four jurors. 
Alker, Jr., DC Pa., 12/30/59. 


Penalty imposed for failure to file PHC 
return. The Tax Court imposes penal- 
ties against taxpayer, a personal holding 
company, for failure to file personal 
holding company returns. The fact that 
taxpayer had discussed its personal hold- 
ing company status generally with its 
accountant, on which basis it concluded 
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it was not a personal holding company 
and that a revenue agent who examined 
the return did not find that taxpayer 
was a personal holding company, is not 
reasonable cause for failure to file. 
Dwinnell & Company, 33 TC No. 94. 


Failure to file declarations of estimated 
tax due to willful neglect. Taxpayer, a 
member of a law firm, had filed esti- 
mates for 1949 and 1951, and had sub- 
stantially underestimated his income 
taxes for those years. His failure to file 
any estimated tax returns for 1952 and 
1953 is held due to willful neglect and 
not to reasonable cause. Although fraud 
penalties were not sustained, additions 
to tax for failure to file estimates for 
1952 and 1953, and for substantial 
underestimation for 1949 and 1951, are 
upheld. Maloney, TCM 1960-46. 


Says net worth shortages showed book- 
keeper’s embezzlement; court uncon- 
vinced. An operator of a taxicab business 
contended that understatements of in- 
come as determined by a net worth 
computation were caused by continuous 
and systematic embezzlements from his 
business by his bookkeeper. The book- 
keeper categorically denied any misap- 
propriations and testified that taxpayer 
instructed him to falsify the records and 
remit the unreported income to tax- 
payer in cash. The Tax Court believed 
the bookkeeper and found the burden 
of proving the fraud was satisfactorily 
met, and the proposed deficiencies were, 
therefore, not barred by the statute of 
limitations. The only issue on review 
being the credibility of the witnesses, 
this court upholds the Tax Court's de- 
cision. Doggett, CA-4, 3/8/60. 


Taking personal expenses as business is 
proof of fraud. The officers of taxpayer 
corporation had their personal expenses 
(including the family servants’ payroll) 
charged to the corporation under var- 
ious misleading headings. However, the 
statute of limitations would prevent 
assessment of the corporation unless this 
conduct is deemed fraudulent. The Dis- 
trict Court found it was fraudulent and 
held that the statute of limitations was 
not a bar to the assessment. While the 
conduct of the officers might not be 
criminal, it amounts to civil fraud. The 
fact of concealment of the expenses 
under misleading accounts is strong evi- 
dence of fraudulent intent. This court 
affirms without opinion. Frank Fehr 
Brewing Co., DC Ky., 3/5/58. 
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CA-4, in Phillips, misapplies Lake in 


denying capital gain on policy sale 


by I. JEROME O'CONNOR 


The Fourth Circuit’s holding in Phillips that ordinary income was received on 


sale of an endowment policy immediately prior to maturity has been regarded as 


the death knell to attempts to realize capital gains in such situations. Mr. O’Connor 


is not so sure; as he sees it the Lake and Arnfeld cases, on which the Fourth 


Circuit relied, can be distinguished, and he feels that the Tax Court’s analysis of 


Phillips, though reversed, was correct. 


D' RING THE past few years a particu- 
larly interesting drama of tax liti- 
gation has been playing in the courts 
of the United States. The principal 
characters, as in all such dramas con- 
cerning Federal income taxes, were a 
taxpayer seeking to minimize his taxes 
and the Commissioner of Internal Rev- 
enue seeking to collect every tax dollar 
due. The plot concerned that classic 
conflict of capital gain versus ordinary 
income. The question was whether the 
taxpayer could sell an endowment in- 
surance policy shortly before its date of 
maturity and then be allowed to con- 
sider the gain on the sale as capital gain 
instead of ordinary income. 

A synopsis of the action shows, in the 
first act, the Commissioner challenging 
the taxpayer and maintaining that the 
gain upon the sale of the policy was 
ordinary income. Then, in the second 
act, the taxpayer wins in the U. S. Tax 
Court, which holds that his gain was 
capital gain and not ordinary income. 
In the third act, the taxpayer’s initial 
victory is wiped out by the U. S. Court 
of Appeals for the Fourth Circuit, which 
holds that the gain was ordinary income 
after all and reverses the Tax Court. 
rhe final curtain may not have fallen; 
the resolution of the conflict may yet 
rest with the U. S. Supreme Court. 

The tax drama in point bears the title 
of Percy W. Phillips v. Commissioner.) 
The basic question involved in the ac- 
tion is whether or not a policy of en- 
dowment insurance constitutes a capital 
asset to the extent that gain realized 


upon the sale of such a policy to a third 
party would be taxable as capital gain. 
It has been settled law for some time 
that the gain realized upon either the 
surrender of an endowment insurance 
policy prior to its maturity date or the 
payment of its face value at maturity is 
to be treated as ordinary income to the 
policyowner and not as capital gain. 
The rationale of this rule of law is that 
the surrender or maturity of an endow- 
ment policy is not a sale or exchange of 
a capital asset within the meaning of 
the capital gains provision of the In- 
ternal Revenue Code.2 However, there 
is at least one decision which considered 
the taxable nature of gain realized from 
the sale of a life insurance policy and 
concluded that the sale was one of a 
capital asset and that the gain was to be 
treated as capital gain.8 


The Phillips case 


It was against this background of 
prior law that the taxpayer in Phillips 
sold his about-to-mature endowment in- 
surance policy to his business partners. 
The sale was made only 12 days prior to 
the maturity of the policy and for an 
amount slightly less than the cash sur- 
render value of the policy on the date 
of sale. The taxpayer treated the gain 
realized over his premium cost from the 
sale of the policy as capital gain for 
Federal income tax purposes. The Com- 
missioner took the position that the 
gain income the 
battle was joined. 


was ordinary and 


In the Tax Court, the Commissioner 


presented two principal arguments. The 
first was that the sale of the policy by 
the taxpayer to his business partners 
sham to avoid taxation of the 
gain at maturity as ordinary income and 
was not a genuine sale or exchange 
meaning of the Code. The 
rejected this argument and 
found that there had been a genuine 
sale of the policy. It pointed out that 
“the legal right of a taxpayer to decrease 
the amount of what otherwise would be 
his taxes or altogether avoid them, by 
means which the law permits, cannot be 
doubted.’’4 

The Commissioner’s second argument 
was that, even if the sale of the policy 
prior to maturity were a bona fide sale, 
the gain realized on such a sale repre- 
sented interest earnings and would be 
taxable as ordinary income; the sale 
alone could not make capital gain out 
of what would otherwise been 
realized as ordinary income. The crucial 
issue in the case thus became the na- 
ture of an endowment insurance policy 
as a “capital asset” and, in turn, the 
nature of the gain realized by the sale of 
such a policy. It was the two courts’ 
differing approaches to this issue which 
resulted in the taxpayer’s victory in the 
Tax Court and his reversal in the court 
of appeals. 


was a 


within the 
Tax Court 


have 


Nature of an endowment policy 


An endowment insurance policy is a 
rather special blend of the basic features 
of life insurance protection, plus a re- 
serve fund. This reserve builds up over 
the years the policy is in force to pro- 
vide payment of the face value of the 
policy at the end of the stated endow- 
ment period. Such a policy serves the 
dual purpose of providing the security 
of life insurance over the years in which 
the insured individual is building his 
estate and then provides the added 
benefit of making 
able at the end 
period, when life 


the face value avail- 
of the endowment 
insurance protection 
may have become of secondary impor- 
tance to using the endowment fund for 
retirement or other purposes. 

In actuarial theory, the premiums 
paid for an endowment insurance policy 
are based upon the two components. 
One portion of the premium provides 
the reserve fund which is invested by 
the insurance company over the life of 
the policy in order to provide a total 
fund equaling the face amount of the 
policy at maturity; the other portion of 
the premium provides life insurance 
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over the years in which the policy is in 
force, so that in any year the re- 
serve fund plus the actual insurance on 
the life of the individual will equal the 
face amount of the policy. 


Tax Court decision 

The Tax Court, in deciding the 
Phillips case, did not delve too far into 
the actuarial nature of the standard 
endowment insurance policy. In address- 
ing itself to the key question of what the 
appreciated value of the policy repre- 
sented as it approached maturity, the 
Tax Court took the position that any 
gain over the cost of the policy to the 
owner was attributable to the dividends 
which the insurance company had de- 
clared over the life of the policy as a 
its favorable investment and 
mortality experience. In 


result of 
determining 
the cost-basis for gain upon an endow- 
ment insurance policy for Federal in- 
come tax purposes, the net premium 
cost to the policyholder is used. The net 
premium cost is the total amount of 
premiums paid under the policy, re- 
duced by allocated to the 
policy by the insurer. Thus, the amount 
of any gain upon the policy is to a 
large extent 


dividends 


correlated with the in- 
surer’s total investment and mortality 
experience. 

The endowment insurance policy in 
the Phillips case had a face value of 
$27,000. The policy was issued on April 
18, 1938, in exchange for a straight life 
insurance policy originally issued in 
1931, and provided for the payment of 
the face value at maturity on March 
19, 1952. The terms of the policy pro- 
vided for 21 annual premium payments 
of $1,444.78 each; however, the taxpayer 
prepaid the total premiums in the year 
of issue so that the policy stood as 
fully paid-up for the entire endowment 
period. The record in the case did not 
indicate the amount of discount realized 
by the taxpayer on the prepayment of 
his premiums, nor did it indicate the 
amount of 


dividends credited on ac- 


count of the policy over the years in 


30 T.C. 866 1958, rev’d — F.2d — CA-4, 2/20/ 
1960. 

See Bodine, 103 F.2d 982, CA-3, 1939, cert. denied 
308 U.S. 576 1939. 

Jules J. Reingold, BTA Memo Dec. 11,868-B 
(1941). 
*30 TC 866, 872. 

163 F. Supp. 865 (Ct. Cls., 1958), cert. denied 
359 U.S. 943, 1959. 


©1939 IRC Section 22(b) (2); Sec. 72 of the 1954 


Code incorporates the substance of the relevant 
portion of the 19389 Code provision. 
356 U.S. 260 1958. 


which it was in force. It was stipulated, 
however, that the cost of the policy for 
determining gain to the taxpayer on 
the date of the sale (March 7, 1952) was 
$21,360.49. 

The Tax Court, in light of these 
facts, pointed out that, had the pre- 
miums been paid as they became due 
each year under the policy, instead of 
having been prepaid, the total pre- 
miums paid (disregarding the disabil- 
ity feature of the premiums paid, and 
disregarding any dividends) would have 
been $27,663.93 at the time of maturity. 
The court concluded from this that any 
gain realized under the policy was due 
to the total favorable mortality and in- 
vestment experience of the insurance 
company and was not necessarily solely 
due to interest factors; the policyowner 
was not assured, in all events, of a gain 
at maturity under the policy. On this 
basis, the Tax Court rejected the Com- 
missioner’s argument that the gain to 
the taxpayer was ordinary income be- 
cause it was exclusively due to interest 
earnings on the reserve fund. The de- 
cision was that, the sale being bona fide, 
the gain from the sale was capital gain 
and not ordinary income. 


The Arnfeld case 

At approximately the same time that 
the Tax Court reached its decision in 
the Phillips case, the U. S. Court of 
Claims decided Arnfeld.5 The Arnfeld 
case transaction similar to 
that involved in the Phillips case—the 
principal difference being that in Arn- 
feld a deferred annuity contract was sold 


involved a 


by its owner shortly prior to its matur- 
ity for an amount in excess of the net 
premium paid for it. The Court of 
Claims held that the gain realized was 
taxable as ordinary income and not as 
capital gain. The court based its de- 
termination on the well-settled proposi- 
tion of tax law that a taxpayer may not, 
by a sale of property, convert into capi- 
otherwise be 
realized as ordinary income. With re- 
spect to the annuity contract in the 
Arnfeld case, the court pointed out that 
under the applicable provisions of the 
Internal Revenue Code any gain real- 
ized upon the maturity of the contract 
would be subject to taxation as ordinary 


tal gain what would 


income.® 

The Court of Claims cited several 
cases as authority for the rule that the 
sale of a right to future income will not 
result in capital gain. The court placed 
a great deal of weight on the U. S. 
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[1. Jerome O’Connor is associate counsel 
of the John Hancock Mutual Life In- 
surance Company. This article was pre- 
pared with the assistance of John M. 
Youngquist, an attorney on the tax staff 
of the company’s law department.| 





Supreme Court’s recent decision in the 
case of P. G. Lake, Inc.7 In the Lake 
case, the Supreme Court applied the 
rule that gain from a sale of what 
appeared to be a property right, but 
which was in substance only a right to 
receive future would not be 
treated as capital gain. The plaintiff in 
the Arnfeld case attempted to distin- 
guish the Lake case by arguing that the 
taxpayer in selling her deferred annuity 
contract prior to maturity had sold her 
entire ownership in an income-produc- 
ing capital asset and not just the right 
to future income payments. The Court 
of Claims was not convinced that the 
sale of the entire asset was determina- 
tive of the matter, and pointed out that 
the ordinary concept of property was 
not necessarily controlling when it 
comes to capital gains in matters of 
Federal income taxation. 


income, 


The conflict between the decisions of 
the Court of Claims in Arnfeld and the 
Tax Court in Phillips became imme- 
diately From substantially 
similar fact situations it appeared that 


apparent. 


the two courts had reached diametrically 
opposed positions. However, there was 
no indication in the Tax Court's opin- 
ion in Phillips that the Commissioner 
had introduced any argument based on 
the Lake principle or that the court had 
considered the Lake principle at all. 
The obvious question facing the Court 
of Appeals for the Fourth Circuit, in re- 
viewing Phillips, was whether or not 
the endowment insurance policy there 
in question could be sufficiently dis- 
tinguished from the deferred annuity 
contract in question in the Arnfeld case 
to the extent that the Lake principle 
could not be said to apply. 

The court of appeals concluded that 
it was unable to draw any reasonable 
distinctions between the authority of 
the Lake and Arnfeld cases and the 
situation presented in Phillips. It re- 
versed the Tax Court’s holding on the 
basis of the application of the Lake 
principle that ordinary income could 
not be into capital gain 
through the medium of a sale. The court 
of appeals set forth in its opinion none 
of its reasoning as to why it believed 
there was no controlling distinction be- 


converted 
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tween an endowment insurance’ policy 
and a deferred annuity contract. How- 
ever, in evaluating the Phillips case as 
authority upon the question of whether 
endowment insurance 
policy prior to maturity can ever be 


the sale of an 


treated as a capital transaction, the issue 
of whether there is any valid distinction 
between an endowment insurance policy 
and a deferred annuity contract should 
be considered. 


Endowment and annuity compared 
The annuity contract in- 

volved in the Arnfeld case was apparent- 

ly of a common type which provides a 


deferred 


guaranteed income to the owner com- 
mencing at a future date, in return for 
the payment of premiums over the 
period prior to maturity. Under this 
type of contract, the insurer maintains 
a reserve, funded through the premiums 
paid, which is invested to provide for 
the future income payments. Dividends, 
reflecting the favorable experience of 
the insurer with respect to the particu- 
lar type of contract, are allocated to a 
deferred annuity contract if its terms so 
provide. Such dividends would of course 
have to be taken into account in deter- 
mining the net premium cost of the 
contract, for purposes of finding the 
taxable gain realized under the contract. 

The basic difference between the type 
of deferred annuity in the Arnfeld case 
and the endowment insurance policy in 
the Phillips case is the life insurance 
element attached to the latter. A life 
is actually insured for the period prior 
to maturity in the case of an endow- 
ment policy, while no life insurance 
enters into the deferred annuity con- 
tract. 

The Tax Court’s approach to the 
problem in the Phillips case turned 
upon looking at the endowment insur- 
ance policy as a whole. It emphasized 
the fact that gain was not assured under 
the policy as it was written and that it 
was only by virtue of actual favorable 
experience on the part of the insurer, 
as reflected through dividends, that any 
gain was realized. The Tax Court’s con- 
clusion was that the gain realized could 
not be said to be merely “interest earn- 
ings” and thereby be classified as ordin- 
ary income; the inference was that the 
gain was something more akin to capital 
appreciation—being ultimately realized 
through the survival of the insured dur- 
ing the insurance period, as well as 
through investment on the reserve por- 
tion of the premiums paid. It cannot be 
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denied that the Tax Court’s view of the 
total situation with respect to an endow- 
ment insurance policy has a good deal 
of merit. 


Phillips case on appeal 


The court of appeals chose to avoid 
facing the issue decided by the Tax 
Court in Phillips. Skirting any question 
of the nature of the endowment insur- 
ance policy as a capital asset or the 
basic nature of the gain over the net 
premium cost, the court of appeals 
stated that the test to be applied was 
that of the status of the policy on the 
date of the sale. It proceeded to the 
statement that: 

“Under 
situations involving an insurance con- 
tract, whenever an amount receivable 
under the policy is in excess of the cost, 
the excess of the amount received, 
whether through the medium of sale, 
assignment or surrender would be tanta- 
mount to the right to receive ordinary 
income.” 

The emphasis which the Fourth Cir- 
cuit placed in its opinion upon the cir- 


ordinary circumstances in 


cumstances surrounding the sale just 
before maturity, and the facility with 
which it proceeded to apply the Lake 
principle indicate that the court may 
have been inclined to take the easy ap- 
proach in order to put down the tax- 
payer’s overt attempt to squeeze through 
a loophole to capital gains treatment. 
If this was the case, the Phillips deci- 
sion may be acceptable only as author- 
ity for barring similar sales of endow- 
ment insurance policies just before ma- 
turity (for no apparent reason other 
than tax avoidance) from being con- 
sidered as capital transactions. 

The broad statement of the court, 
quoted above, should not be taken as 
a rule of law that sales of endowment 
insurance policies, for reasons other 
tax avoidance, cannot result in 
capital gain, rather than in ordinary in- 
come. The Fourth Circuit seems itself 
to have tacitly recognized the basic 
status of an endowment insurance policy 
as a Capital asset in a footnote which it 
appended to the above-quoted state- 
ment in the Phillips case, pointing out 


than 


8 The example of such “‘exceptional circumstances” 
cited by the court was that of a policyowner af- 
flicted with an incurable disease who sold his pol- 
icy to a third party for more than he could have 
received upon surrendering it to the insurer for 
its cash value. The Commissi ded that 
the gain from the sale over the cash value would 
be capital gain. 

® See footnote 3 above. 





that the Commissioner had conceded 
upon reargument of the case that there 
might be “exceptional circumstances” in 
which gain from the sale of an endow- 
ment insurance policy would be con- 
sidered capital gain.® 


Applicability of the Lake case 


If the proposition is accepted that an 
endowment insurance policy can be 
considered a capital asset in some cir- 
cumstances, an interesting question is 
presented with respect to the applica- 
bility of the Lake principle. The Tax 
Court decided that the gain upon the 
sale of the endowment policy in Phillips 
was more in the nature of capital gain 
than it was in the nature of ordinary in- 
come. The Court of Appeals decided 
that the gain was a substitute for what 
would have been realized as ordinary 
income in a short time, but it supported 
this position only by appeal to the 
ulterior circumstances of the transac- 
tion. What, then, is to happen in the 
case of a sale in different circumstances? 
One year before maturity? Three years? 
Five years? Ten years? Will the Lake 
principle be applicable to make any 
gain ordinary income instead of capi- 
tal gain? 

In the Lake case, the oil payment in 
question was considered to be a prop- 
erty right under local law. The taxpayer 
argued that the gain from the sale of 
such a right to receive a payment in 
oil should therefore be afforded capital 
gain treatment as the sale of a capital 
asset. However, the right to receive an 
oil payment is carved out of a larger 
royalty interest in the mineral rights in 
the land itself. The Supreme Court 
penetrated this situation in its holding 
that oil payments, when received, are 
unquestionably considered to be ordi- 
nary income, and that the sale of the 
right to receive them does not make the 
transaction entitled to capital gain treat- 
ment. But the supporting royalty in- 
terest was not transferred in the Lake 
case; the carving out of the oil payment 
seemed to be closely akin to the clipping 
and assignment of a bond coupon—the 
classic transaction, well-settled as_re- 
sulting in ordinary income. 

Aside from being a means to the 
end of stopping a taxpayer from walk- 
ing off with capital gain a few days be- 
fore ordinary income would have been 
realized, can the Lake rule be said to 
have been soundly applied in the 


Phillips case? The early cases held that 
the gain realized upon the surrender 
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or maturity of an insurance policy was 
ordinary income because a surrender or 
maturity was not a sale or exchange 
within the terms of the Code. The Code 
itself states that gain upon the sur- 
render or maturity of an annuity, en- 
dowment, or life insurance policy re- 
sults in ordinary income. However, the 
little previous authority on the sale of 
such a policy has indicated that it can 
be a transaction resulting in capital 
gain.9 

When a bond, or a share of stock, or 
even a complete oil royalty interest is 
absolutely transferred for value, the gain 
realized is taxable as capital gain. In 
the case of a share of stock, capital gain 
treatment is afforded even though the 
sale is made shortly before a dividend, 
which would be taxable as ordinary in- 
come, is declared. It would seem that 
the situation of a complete transfer for 
value of all one’s rights under an en- 
dowment insurance much 
closer to the capital transaction of a sale 
of stock than it is to the Lake situation 


policy is 


of carving an oil payment out of a royal- 
ty interest. 

The Tax Court in the Phillips case 
decided the real issue as to the nature 
of a gain upon the sale of an endow- 
ment insurance policy. Its decision has 
of course been nullified by the Fourth 
Circuit. But the court of appeals did so 
on grounds which did not actually chal- 
lenge the Tax Court’s analysis. The Tax 
Court’s decision may yet be vindicated 
in future cases. 

It is difficult to see how the Lake 
principle can be consistently applied 
down the line to all sales of endowment 
insurance policies. It would appear that 
the applicability of Lake to such situa- 
tions should diminish to the same de- 
gree that the circumstances surrounding 
the sale indicate a motive other than 
tax avoidance. In the final analysis, the 
Phillips case should certainly not be 
taken to indicate that sales of endow- 
ment insurance policies can no longer 
under any circumstances result in capi- 
tal gain. vv 


IRS and Tax Court are unclear on tax 


treatment of costs of education related to job 


by STANLEY HAGENDORF 


The newly issued ruling 60-97 takes some positions which go beyond the Regula- 


tions they were intended to clarify. Mr. Hagendorf analyzes the difficult questions 


underlying the rules for the deduction of education expenses undertaken to retain 


a position or improve skills in the light of the recent (and he thinks inconsistent) 


Watson and Namrow decisions of the Tax Court. 


TS ALLOWANCE OF A DEDUCTION for 
educational expenses depends upon 
the taxpayer's primary purpose in 
undertaking the education. The Regu- 
lations (Section 1.162-5(a)) provide that 
they are deductible if incurred primarily 
for the purpose of “(1) maintaining or 
improving skills required by the tax- 
payer in his employment or other trade 
or business, or (2) meeting the express 
requirements of a taxpayer’s employer 

imposed as a condition to the re- 
tention by the taxpayer of his salary, 
status or employment.” Subsection (b) 
disallows expenses “undertaken primar- 
ily for the purpose of obtaining a 
new position or substantial advancement 
in position or primarily for the purpose 
of fulfilling the general educational 
aspirations or other personal purposes 
of the taxpayer. In any event, if 
education is required of the taxpayer 


in order to meet the minimum require- 
ments for qualification or establishment 
in his intended trade or business or 
specialty therein, the expense of such 
education is personal in nature and 
therefore is not deductible.” 

Rev. Rul. 60-97 rephrases the Regu- 
lations in terms of a twofold test which 
must be met to obtain the deduction. 

The Ruling first requires that all tax- 
payers must have previously fulfilled the 
minimum requirements for qualification 
or establishment in their intended posi- 
tion. Once this test is met, taxpayers 
can qualify for the deduction by meeting 
any one of three tests: 

1. By showing that the education is 
undertaken primarily to meet employer 
requirements to retain taxpayer’s posi- 
tion. 

2. By showing that it is customary for 
other established members of taxpayer's 
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trade or business occupying positions 
similar to that of the taxpayer to under- 
take education similar to that pursued 
by the taxpayer. 

3. By showing by means other than 
custom that taxpayer’s primary purpose 
was to maintain or improve needed 
skills. 


To retain job 


Let us examine how the Ruling will 
apply to taxpayers who undertake the 
education to retain a position. 

If a taxpayer is required by his em- 
ployer to undertake education, his ex- 
penses would normally be deductible. 
However, there are some exceptions. A 
taxpayer must meet the basic test of 
having met the minimum requirements 
for establishment in his intended posi- 
tion, (discussed infra.). The Ruling 
states, however, that even though a tax- 
payer can meet the basic test the de- 
duction will be denied if the education 
“leads to qualifying taxpayer in his in- 
tended trade or business and taxpayer 
knew of this employer requirement be- 
fore assuming his position with his 
employer.” 

This latter requirement seems at first 
glance to be a reiteration of the basic 
requirement. If taxpayer has not met 
the minimum requirements for his in- 
tended position, the deduction will be 
denied without reaching the question 
of whether taxpayer knew that the edu- 
cation leads to qualifying him in his in- 
tended trade or business. If he has met 
the requirements for his intended posi- 
tion, he must also have met the require- 
ments for his intended trade or busi- 
ness.1 

The requirement, however, was prob- 
ably inserted to make clear that the 
deduction will be allowed if the em- 
ployer increases the educational require- 
ments after the employee is hired. The 
IRS will probably not allow the de- 
duction if the education is made a 
condition of initial employment. The 
Ruling indicates that such a condition 
creates, in effect, a conclusive presump- 
tion that the employee is not qualified 
in his intended position. This would be 
true, for example, where an individual 
who intends to pursue a particular trade 
or business, but lacks the education re- 
quired, accepts a position knowing that 
such education will be required by 
his immediate employer. In such a case, 
the IRS position is that the expenses 


1The interchange of “intended position” and 
trade or business is discussed infra. 
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New York Bar, is associated in the prac- 
tice of law with the firm of Hellerstein, 
Rosier & Brudney.] 





will not be deductible; since taxpayer 
intends to undertake the education, and 
such education would normally not be 
deductible, finding a job which requires 
the same education will not make the 


expense deductible. 


Timing questions 


In view of this, although the test is 
in terms of a taxpayer’s knowledge of 
requirements at the 
time he accepts the position, the test is 


the educational 
basically one of time. If a taxpayer has 
worked at his position for a period of 
time before the education is required, it 
seems likely that he did not know of his 
employer's requirements before he ac- 
cepted the position, and the deduction 
will be allowed. 

If, however, taxpayer has recently ac- 
cepted the position, it may be difficult 
for him to show that he did not know 
of the requirement at the time he ac- 
cepted the position. Even if he could 
make such a showing, the fact that he 
is required to undertake the education 
soon after accepting the position may 
indicate that he did not meet the mini- 
mum requirements for qualification in 
his intended position, which showing is 
basic to the allowance of the deduction. 

However, to set up an employee's 
knowledge before acceptance of a job 
as a blanket rule for disallowance seems 
contrary to the Regulations which mere- 
ly look to taxpayer’s primary purpose. 
Example 3 in the Regulations allows a 
taxpayer a deduction for his educa- 
tional expenses when he is required by 
his employer to either undertake educa- 
tion or read certain books every two 
years in order to retain his position. 
Knowledge of this continuous require- 
ment prior to the hiring should not re- 
sult in disallowance of the deduction, 
and such is probably not the intention 
of the Ruling. If the same employee, 
however, were required to undertake 
education only in the first year, and he 
knew of this requirement, would the 
deduction be The Ruling 
it is hard to dis- 
tinguish the two situations. It may well 
be that since the education is required 


allowed? 


seems to say no, but 


in the first year the employee was not 
qualified for the position, but this situa- 
tion would be covered by the basic test. 

Indeed, it seems incongruous that a 
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taxpayer who takes courses which main- 
tain or improve his skill cannot obtain 
a deduction even though such courses 
are required by his employer, if the em- 
ployee has knowledge of the require- 
ment prior to the hiring. If, however, 
the employer did not require such 
courses as a condition of employment, 
but, for example, merely suggests at the 
time of hiring that such courses would 
be helpful in the work, the employee 
would probably be entitled to the de- 
duction. Which one is the more ordin- 
ary and necessary business expense 
under Section 162 IRC? 

A further restriction on allowance of 
the deduction is that the employer re- 
quirement must be bona fide, i.e., must 
be imposed for a bona fide business 
purpose. This is to prevent an employer 
from “imposing” educational require- 
ments on its employees as a method of 
making the expenses deductible. Thus, 
for example, the Ruling states that if a 
taxpayer undertakes a complete course 
of study which leads to a new trade, 
business or specialty, the deduction will 
be denied.2 However, it is possible that 
an employer could impose such a con- 
dition upon an employee in order for 
him to retain his job, as, for example, 
an accounting firm making a new re- 
quirement that all its tax men obtain a 
law degree. The IRS would probably 
disallow this deduction. In an example 
(No. 10) in Rev. Rul. 60-97 the IRS 
discusses the situation of a trust officer 
in a bank who undertakes the study of 
law. His costs would not be deductible, 
because he is regarded as pursuing a 
complete of education which 
would lead to qualifying him in a new 
field. Also, the ruling continues, “if the 
bank imposes upon the taxpayer, as a 
condition to the continued retention 
of his position with it, the requirement 
that he pursue a complete law course, 
the education is 
ductible because the requirement is con- 
sidered to be imposed primarily for the 
employee's benefit and not primarily for 
a bona fide business purpose of the 


course 


cost of such not de- 


employer.” 


Courts are more liberal 


When questions of this kind finally 
come before the courts, it seems to me 
doubtful that the Commissioner will be 
able to uphold the denial of deductions 
to an employee who is required in good 
faith to undertake education to retain 
his position. Under the Code, a tax- 
payer can deduct ordinary and. neces- 


sary business expenses which are in- 
curred to earn the income which the 
government taxes. The fact that tax- 
payers receive a benefit from the ex- 
penditure, or that normally such expen- 
ditures are not deductible, does not re- 
sult in disallowance of the deduction, 
a typical example being a businessman’s 
entertaining a customer. The rule 
should be no different with respect to 
educational expenses. 

In Marlor (251 F.2d 615, CA-2, 1958), 
taxpayer was appointed to a temporary 
teaching position for a one-year period. 
One of the requirements for reappoint- 
ment was that he make substantial 
progress for his doctorate degree, the 
degree also being a requirement for a 
permanent position. The court held 
that even though the doctorate was re- 
quired in order to obtain a permanent 
appointment, the educational expenses 
were deductible since it was necessary 
for him to incur the expense in order to 
retain his present position. 

In an earlier case, Kamins (25 TC 
1238, 1956), it was held, however, that 
a taxpayer teaching in a college posi- 
tion which required a doctor’s degree 
was not permitted to deduct the costs 
of obtaining it because they were for 
“commencing” his work and not for 
carrying it on and preserving his job. 
This is the position adopted in the 
Regulations. Section 
1.162-5 student 
planning to become a university profes- 
sor, for which position a graduate degree 
is required. While completing the work 
for the degree, he teaches at the uni- 
versity. His expenses are not deductible 


Example 7 in 


concerns a graduate 


since “‘he has not completed the educa- 
tion required to become qualified as a 
regular faculty member.” 

Similarly in Rev. Rul. 60-97, Example 
9 considers an instructor at a college 
where the rules forbid retention of an 
instructor in that rank for more than 
The undertakes 
courses which will enable him to qualify 


five years. taxpayer 
for the next academic grade of assistant 
professor. Such expenses are not de- 
ductible “because incurred in meeting 
minimum requirement for  establish- 
ment in his intended position.” 
Although, generally, education which 
is required to meet the minimum re- 
quirements of an intended trade or 
business is disallowed, the expenses 
should be allowed where the education 
requirement of an employer is bona 
fide. Since the government taxes the 
employee’s income from his employ- 
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ment, he should be allowed to deduct 
the expenses which he is forced to in- 
cur to keep earning that income. 
Under Regulation 1.162-5 and the 
Tax Court decision in Watson, the 
test of deductibility is primary purpose; 
it seems likely that if a taxpayer under- 
takes education primarily for the pur- 
pose of meeting express requirements of 
his employer, and he can make such a 
showing, the deduction will be allowed. 


Permanent job requirement 

Taxpayers who undertake education 
voluntarily must also meet the basic re- 
quirement of having met the minimum 
requirements for qualification or estab- 
lishment in their intended position. A 
taxpayer who is unemployed (as defined 
in the Ruling) cannot take a deduction 
if he undertakes education during the 
period of unemployment. The language 
of the ruling does not specifically cover 
the case where a taxpayer undertakes 
such education while employed but sub- 
sequently becomes unemployed. It 
would seem, however, that in such a 
case the deduction would be allowed. 
Chis view is supported by the language 
of the Ruling which states “if a tax- 
payer who has ceased to engage in em- 
ployment subsequently undertakes 
the cost of such educa- 
tion is not deductible.” (Emphasis sup- 
plied.) 


education 


Under the Ruling a taxpayer who is 
a temporary employee will not be 
allowed the deduction for education 
for courses which tend to lead to em- 
ployment in a permanent capacity. (See 
Rev. Rul. 60-97, Example (9) discussed 
above, See also TIR 76, 4/11/58, Ques- 
tion 8.) If, however, taxpayer is em- 
ployed in a permanent position, even 
though he does not have the normal 
educational requirements for such posi- 
tion, undertaking the formai education 
should be deductible provided the edu- 
cation is undertaken primarily for main- 
taining or improving needed skill in his 
employment. (See Rev. Rul. 60-97 Ex- 
ample (4).) 


Customary education 


In addition to meeting the minimum 
qualification test, taxpayers, to obtain 
the deduction, must show either that it 
is customary for other established mem- 
bers of taxpayer's trade or business with 
similar positions to undertake such edu- 
cation, or show by other means that tax- 
payer's primary purpose was to main- 
tain or improve needed skills. 


The easiest method of obtaining a 
deduction is to show that such educa- 
tion is customary. Such a_ showing 
creates in effect a presumption that tax- 
payer undertook the education for the 
primary purpose of maintaining or im- 
proving skills required in his employ- 
ment. If taxpayer makes such a show- 
ing and remains at his position, the de- 
duction will be allowed.* If taxpayer 
has changed his position, then he will 
have to show that the education was not 
undertaken in order to meet the mini- 
mum requirements of his intended 
trade, business or specialty. If taxpayer 
can show that he would have obtained 
the position without the education, the 
deduction should be allowed. If he can- 
not make such a showing, it will be a 
question of fact as to whether taxpayer 
had an intended position in mind when 
he undertook the education. 

The Ruling states that in order to 
meet the tests of deductibility, if called 
upon to do so, “it is not enough to 
assert or deny the purpose of the tax- 
payer in general terms. Rather, it is 
necessary that the taxpayer show his 
purpose through specific facts. In this 
connection it will be necessary for him 
to establish that the education does 
maintain or improve skills required in 
his employment or other business.” 

Taxpayer’s best chance of obtaining 
the deduction in such circumstances is 
to show what work he was doing, and 
how the education aided him in that 
work. Further, he must show that he 
intended to remain at the old position. 
It is possible that the new position was 
not offered until after the education 
was taken or that taxpayer did not know 
that there was a position open at the 
time he undertook the education. The 
difficulty is that even though taxpayer 
may not have known about the position 
that he finally obtained, the education 
may have been of such a nature that it 
gave rise to the possibility of obtaining 
some new position. The “intended posi- 
2 See Spitaleri, 32 TC No. 88 (Accountant denied 
a deduction for a correspondence law course by 
which he earned a degree.) 

*31 TC 1014. Watson held that it was not neces- 
sary for taxpayer to show custom in order to ob- 
tain the deduction, but could show his primary 
purpose through other means. See Hagendorf, 
“Tax Court, in Watson, interprets new education 
expense Regulations broadly,’”” 11 JTax 226 
(1959). 

4 What constitutes a new position is basically a 
question of fact. The Ruling states that a change 
of duties with the same employer are deductible 
“provided the new duties do not constitute a new 
position.”” Generally an increase in salary or the 


obtaining of an advanced degree does not result in 
disallowance of the deduction. 
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tion” language of the ruling seems to 
cover such a case and would deny the 
deduction unless taxpayer can make a 
clear showing that he did not have an 
“intended position” in mind. 
Taxpayers who cannot make a custom 
showing must show that the education 
maintains or improves needed skills. 
The Ruling states that if the education 
meets express requirements for a new 
position or substantial advancement tax- 
payer must show the education was not 
undertaken for that purpose. 


Namrow case 


In a recent case, Arnold Namrow (33 
TC No. 50 1959), taxpayers were two 
qualified psychiatrists engaged in the 
practice of psychiatry who had enrolled 
for a complete course at a_ psycho- 
analytic institute which specialized in 
training psychiatrists in the theory and 
practice of psychoanalysis. Taxpayers 
claimed that their expenses were de- 
ductible under Regulation 162-5(a) since 
they undertook the education for the 
primary purpose of maintaining or im- 
proving their skill as psychiatrists. The 
Commissioner contended that the ex- 
penses were not deductible under Regu- 
lation 162-5(b) since taxpayers undertook 
the education in order to meet the 
minimum requirements for qualification 
in their intended trade or business, or 
primarily for the purpose of obtaining 
a new position or advancement in posi- 
tion. 

Taxpayers argued that they were 
qualified psychiatrists and had met the 
minimum requirements to practice 
psychiatry, which were: graduation from 
a medical school, one year of general 
interneship, and one year of specialized 
residence institution 
that they 
were practicing psychiatrists before en- 
rollment; that any psychiatrist is quali- 


in an approved 


treating medical disorders; 


fied to use psychoanalysis in his practice 
without affiliation with an institute; and 
that they both did employ psychoan- 
alysis before enrolling at the institute. 
Taxpayers further showed that psycho- 
analysis is one of many methods used 
in psychiatry, other methods being drug 
therapy, hypnosis, etc.; that there is no 
specialty of psychoanalysis recognized by 
the American Medical Association, The 
American Psychiatric Association, or the 
Advisory Board for Medical Specialties; 
and that there is no American board of 
psychoanalysis. 

The Tax Court held against the tax- 
payers saying: “It is certain the peti- 
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tioners had not, before enrollment in 
the institute, established themselves as 
qualified to employ the theory and prac- 
tice of psychoanalysis, as that term is 
meant generally amongst doctors of the 
. . We think it clear 
that the theory and practice of psycho- 


Freudian variety. . 


analysis as recognized in the medical 
profession was a skill they did not have 
when they completed medical school and 
their two years of residence. 

“The only conclusion to be drawn 
in attendance 
at the institute, they were acquiring a 
skill 


ing up one they already possessed.” 


from the record is that, 


new not improving or sharpen- 

Che court distinguished the Watson 
case, supra, (which held that a quali- 
field internist who, in order to improve 
internist, undertook ex- 
the 
technique involved, could deduct his ex- 


his skill as an 
tensive psychoanalysis to learn 
pense) on the ground that Watson did 
not undertake the education to fit him- 
self for a specialty. 

Five judges dissented from the ma- 
jority opinion in Namrow, finding that 
psychoanalysis was not a new specialty 
the 
ductible since they were incurred in 


and therefore expenses were de- 


order to maintain or improve taxpayers’ 
skill in psychiatry. The dissents could 
not distinguish the Watson case since in 
both cases specialists undertook train- 
ing in psychoanalysis in order to be 
better qualified in their specialty. 

The teaching of the Namrow case is 


that taxpayer can be found to have 


undertaken education to engage in a 


specialty even though the particular 
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specialty is not technically recognized 
as such. The tax law will draw its own 
conclusions as to what practice will con- 
stitute a specialty. It is to be noted in 
Namrow, however, that most laymen 
would consider psychoanalysis as dis- 
tinct from psychiatry, and would con- 
sider it as a separate specialty. How 
far Namrow will be extended remains 
to be seen.5 

Taxpayers who cannot rely on custom 
will have to be prepared to show that 
the education is “appropriate, helpful, 
or needed.” Once this showing is made, 
the taxpayer would be considered the 
same as if he had made a custom show- 
ing. 

A final word need be said regarding 
terminology. The Regulations are in 
terms of “trade, business or specialty,” 
the Ruling in terms of “position” or 
“trade or business,” or “trade, business 
An the 
context in which these phrases are used 


or specialty.” examination of 
does not indicate why “position” or 
“trade, business or specialty” is not 
used uniformly throughout since the 
substantive meaning of the phrases as 
used in the ruling are probably the 
same. 

In conclusion, the deductibility of an 
educational expense will primarily de- 
pend upon a factual determination of 
taxpayer's intention. If his intention is 
clear, then the question may become 
constitutes a trade, 
ness or specialty (or “intended posi- 
tion”), the tax court indicating that it 
will use its own judgment and not rely 


one of what busi- 


on technically recognized specialties. 


Supreme Court asked to distinguish 


gifts from taxable compensation 


| S THE GOVERNMENT asked the Supreme 


Kaiser, 


Court, in its argument on the 


Duberstein and Stanton cases, 
for clear guidelines to distinguish be- 
tween nontaxable gifts and taxable com- 
pensation, a circuit court decided against 
the government in a widow’s compensa- 
tion case, an area where the uncertainty 
between gift and income has been caus- 
ing litigation. The Sixth Circuit affirmed 
(Reed, 3/7/60) the District.Court for the 
Western District of Kentucky in finding 
that Mrs. 
gift equal to her husband’s salary for 
nine months after his death. The Sixth 
Circuit affirmed on the findings and con- 
clusion of law below, where the decision 


Reed received a nontaxable 


had been based on the ground that a 
gift was intended. 

This rule of intent is unsatisfactory to 
the government. In the oral argument 
before the Supreme Court on the three 
related cases it asked that motive, not 
intent, be made the test: “The differ- 
ence between a Christmas check given 
to a son and one given to an employee 
does not depend on the intent of the 
donor. A gift is intended in both cases; 
but one is prompted by personal affec- 
tion and the other by anticipated bene- 
fit, employee goodwill or gratitude for 
services performed.” The government 
asked that the rule be made clear that 


“it is not a gift if it is motivated by 


business and not by personal reasons.” 

The three cases on in which this argu- 
ment was made to the Supreme Court 
were Duberstein, (265 F.2d 28, CA-6, 
1959) Stanton (268 F.2d 727, CA-2, 
1959), and Kaiser, (262 F.2d 367, CA-7, 
1959). Mr. Duberstein had suggested a 
possible customer to a businessman and 
was thereafter presented with a Cadillac. 
Mr. Stanton was the controller of Trin- 
ity Church, in New York. He resigned 
to go into business for himself and the 
church made him a special payment at 
his leaving. Mr. Kaiser received strike 
benefits from the United Auto Workers 
during the Kohler strike. 

In Bogardus (302 U.S. 34), the only 
Supreme Court case on the subject and 
much discussed at the oral argument, 
the payments, held there to be gifts, 
were made by a successor corporation to 
the employees of its predecessor. Those 
receiving the gifts had never worked for 
the donor. As the government sees it, 
the use of the word “intention” in the 
Bogardus opinion has been a factor in 
the confusion. Philip Elman, Assistant 
to the Solicitor General, told the 
Supreme Court during his argument on 
the Duberstein case that both the Tax 
Court (which held for the Government) 
and the Sixth Circuit (which held for 
the taxpayer) stated the matter in ap- 
proximately the same way—whether or 
not a gift has been made is a question 
of fact depending on the intent of the 
donor. The formulation of the issue is 
confusing, Mr. Elman said. Looking at 
the the courts 
have really been doing it though they 


donor’s intention—and 
have not been saying so—requires look- 
ing at the donor’s motive. Mr. Elman 
asked the Supreme Court to make the 
rule definite: if the 
nected with business the payment is tax- 
able income. 

Referring to the cases involving pay- 
ments to widows of corporate execu- 


motives are con- 


tives, Mr. Elman urged that the ques- 
tion of whether the recipient has done 
anything to earn the payment be dis- 


5 It is interesting to note that the court gave a 
great deal of weight to the fact that taxpayers had 
committed a written pledge to the school not to 
conduct psychoanalytic treatment or hold them- 
selves out as psychoanalysts until authorized by 
the school, and further, that a good deal of psy- 
choanalytic practice is derived from other doctors 
who normally require attendance at an institute 
before referring patients. Query whether if tax- 
payers held themselves out as psychoanalysts (as 
defined by the court) prior to enrollment, and had 
built up a practice in that “‘specialty”’ the deduc- 
tion would have been allowed? Would the size of 
the practice be determinative, or the fact that no 
pledge was given? 
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regarded, as irrelevant. Counsel for Mr. 
Dubersiein had argued that. lack of 
consideration showed that the Cadillac 
was not income and had pointed to 
nontaxability of the prize money in the 
Pot-of-Gold case. Mr. Elman replied that 
the government considered that case 
wrong. 


Business justification 


In the argument on the Stanton case, 
the question of the compensation to a 
widow came up again. Wayne G. Bar- 
nett, Assistant to the Solicitor General, 
argued that if the business justification 
for the use of corporate funds is a feel- 
ing of some obligation, the compensa- 
tion is income to the widow. But if it 
is shown that the stockholders simply 
liked the widow, it would be a gift; but, 
by the same token, it would be a divi- 
dend to the stockholders. They would 
have used corporate funds to satisfy their 
personal wishes. “If this were it,” he 
noted cynically in conclusion, “there 
would be very few litigated cases.” 

Incidentally, it may be noted that 
despite Mr. Barnett’s eloquent and logi- 
cal argument, the Treasury Regulations 
now provide, and have for some time, 
that an employer may deduct salary pay- 
ments to an employee’s widow which 
continue for a reasonable time. 


Charity issue 


In the Kaiser arguments, Joseph L. 
Rauh, Jr., of Washington, declared in 
behalf of the taxpayer that the union’s 
sole test was the need of the striker. 
rhe government stressed that Mr. Kaiser 
had to be on strike to get the payments. 
Thus in the Kaiser there is the 
element of charity lacking in others. 

With the completion of oral argument 
the cases are now ready for decision and 


case 


taxpayers as well as the government are 
hoping for a definitive answer from the 
Court. The distinction between gift and 
taxable income is an important one in 
areas other than in these 
indeed, as the 


many those 


particular cases; argu- 
ment showed, the payments-to-widows 
question is another facet of it. 


Reed case 


The mentioned 
above, is of particular interest because 
it is the first case testing taxability of a 
payment to under the 1954 
Code. The IRS has announced (Rev. 
Rul. 58-613) that it will no longer liti- 
gate taxability of voluntary payments 
to widows for years prior to 1954 unless 


new Reed decision, 


a widow 


clear evidence exists that payments were 
intended as compensation for services or 
may be considered as dividends. How- 
ever, the IRS is still litigating the status 
of these payments under the 1954 Code. 
It will be recalled that in 1951 the law 
provided that up to $5,000 would be 
excludable from gross income for em- 
ployee’s death benefits paid under a 
contract. The 1954 Code removed the 
limitation that the payments must be 
contractual but limited the exemption 
to $5,000 in the aggregate. It has been 
argued (See Getz, “Payments to widow 
not taxed in first 1954-Code case; but 


dicta in circuits are contra,” 11 JTAX 
299, October 1959), that this action 


served to make all such payments not 
coming within the $5,000 limitation tax- 
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able—that it was in effect a repeal of the 
exclusion of this kind of gift. The dis- 
trict court, using the intent rationale 
criticized by the government in_ its 
Duberstein Stanton arguments, 
found the payment to be a gift. Thus, 
while the government has given up on 
the 1939-Code years for payments to 
widows, it is actively arguing their tax- 
ability under current law, both in a 
specific argument on the legislative 
change in that section and in more 
general terms on the whole gift versus 
income question. If the 
should succeed, in 


and 


government 
Duberstein, Kaiser 
and Stanton, in having motive estab- 
lished as the criterion, we can expect 
to see its application to widows’ com- 
pensation pressed. * 


Quirks in taxing stockholders’ 


use of cor porate property 


ys ge INTERNATIONAL TRADING CORPORA- 
TION case (TCM 104-1958, affd. __ 
F.26_ CA7, 1960) presents an in- 
teresting variation of the issues raised 
by the perennial efforts of stockholders 
to obtain personal benefits from their 
closely held corporations at no tax cost 
to either. 

When such corporations improperly 
deduct as business expenses amounts 
spent for the stockholders’ benefit, the 
Commissioner disallows the deduction 
and attempts to tax the payment as a 
dividend to the extent of corporate 
earnings and profits. Thus, such ex- 
penditures will be subjected both to 
corporate and individual income tax un- 
less they can be characterized as ad- 
ditional compensation reasonable in 
amount, or as a gift. 

The stockholders of the International 
Trading Corporation, however, escaped 
tax on a substantial portion of the cor- 
porate funds spent for their benefit, 
although no part was considered a gift 
to them. And the corporation, according 
to the Seventh Circuit, fared better than 
it deserved. The Commissioner had dis- 
allowed most, though not all, of the 
corporate expenditures for the stock- 
holders’ benefit. These disallowances 
were sustained, but the court of appeals 
suggested that the Commissioner had 
not disallowed enough. 

The corporation engaged in the brew- 
ery supply business and owned rent-pro- 
ducing real estate. It acquired residen- 
tial property at Beaver Lake, Wisconsin, 


consisting of several buildings suitable 
for summer residences, a boat house, 
stable, playground, and tennis court. 
During the summers of 1950, 1951 and 
1952 this property was occupied by the 
stockholders and their families, who 
paid annually for such use rent aggre- 
gating $8,400. The corporation’s annual 
expenses for maintenance, in addition 
to interest and taxes, ranged from 
$14,000 to $18,000. These maintenance 
expenses were deducted as ordinary and 
necessary business expenses, and in ad- 
dition the corporation claimed annual 
deductions for depreciation of about 
$20,000 with respect to this property. 

The disallowed these 
deductions to the extent that they ex- 
ceeded the rent paid by the stockholders. 
He also determined that the stock- 
holders received dividend income for 
their use of the property. The amount of 
the alleged dividend was the total of 
the corporation’s maintenance expenses 
and depreciation and the fair rental 
value to the stockholders of their use 
of the property, less the rent paid there- 
for. 


Commissioner 


The corporation’s deductions 


The Tax Court sustained the Commis- 
sioner’s disallowance of the maintenance 
expenses and depreciation, because the 
property had little or no use in the en- 
tertainment of the corporation’s cus- 
tomers and was maintained primarily 
for the stockholders’ benefit. 

In the court of appeals the corpora- 
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tion abandoned the contention that its 
use of the property in entertaining cus- 
the deductions. The 
corporation argued that it was in the 


tomers justified 
business of owning rental real estate, 
and that deriving rent from the Beaver 
Lake property equal to its rental value 
Tax Court) en- 
the claimed deductions as 


(a fact found by the 
titled it to 
a matter of law. A corporation, the tax- 
cannot have a 
the 


sioner’s allowance of part of the deduc- 


payer contended, non- 


business activity, and Commis- 
tions constituted an acknowledgement 


of their deductible character and en- 
titled the taxpayer to the full deduc- 
tions claimed. 

The Seventh Circuit held that a cor- 
poration is not engaged in a trade or 
business to the extent it is operated 


solely for the stockholders’ pleasure. 
Lack of a profit motive and the personal 
benefit to the stockholders showed that 
of the Beaver Lake 


was not a trade or 


the maintenance 


property business. 
Business use was not established by the 
Tax Court's finding that a fair rent was 
paid by the stockholders for the time 
they used the property. The depreciation 
claimed was disallowed on the grounds 
that the property was neither used in 
the corporation’s trade or business nor 
held for the production of income. 


Corporation’s non-business activity 


The court's rejection of the conten- 
tion that a corporation cannot have a 
non-business activity is in accord with 
the cases. Thus in American Properties 
Inc. (28 TC 1100, affd. 262 F.2d 150), a 
corporation which owned rent-producing 
real estate was denied a deduction for 
expenses incurred in operating speed- 
boats to gratify the interest of the ma- 
jority stockholder, and in Lanteen Medi- 
cal Laboratories (10 TC 279), a portion 
of the deduction claimed for the ex- 
pense of maintaining a ranch to obtain 
urine from pregnant horses for use in 
manufacturing hormones was disallowed. 
The ranch contained extensive facilities 
for the recreation of the corporation’s 
stockholder. 
facilities 


controlling Considering 
than 


ordinarily provided for a resident man- 


such more lavish those 
ager, the Tax Court allowed a deduction 
for the expenses allocable.to the manu- 
facturing operation but disallowed ex- 
penses attributable to the stockholder’s 
personal gratification. 

The most interesting aspect of this 
part of the appellate opinion was the 


statement that the Commissioner need 
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not have allowed a deduction for the 
expenses equivalent to the rent received 
from the stockholders. This conclusion, 
of course, followed from the holding 
that no part of the expenses was in- 
curred in the conduct of a trade or 
business and that the property was not 
held for the production of income. 
Thus, if the Commissioner had taken 
full advantage of his powers, the cor- 
poration would have been taxed on the 
full amount of the rent received. 

If the court is right, it follows that 
in any case where the non-business use 
of corporate property for the benefit 
of shareholders is as clear as this, the 
shareholders would be in a better tax 
position if they paid no rent to the 
but included the rental 
value of their use of the premises in 
their own gross incomes. 

The court was correct in holding that 
no part of the maintenance expenses 
and depreciation was deductible. But if 
the property was maintained for the 
stockholders’ benefit and not for cor- 
business purposes, the main- 
tenance expenditures ought to be treated 
as a dividend and the “rent” should be 
treated not as corporate income but as 
a return of a portion of the dividend, a 
contribution to the corporation’s capital. 
This brings us to a consideration of the 
shareholders’ tax position in this case. 

The Tax Court rejected the Commis- 
sioner’s determination that the 
holders received a dividend in connec- 
tion with their use of the property. The 
court found that the fair rental values 
of the premises “for the time these 


corporation 


porate 


share- 


families made use of the property” were 
not more than the rent they paid. Even 
if the shareholders never used the prop- 
erty, observed the court, the corporate 
owner would have incurred some main- 
tenance expense. The government did 
not appeal on this issue. 


The stockholders’ tax 


If fair rental value is to be based on 
the time property is actually occupied 
by shareholders, rather than on the cost 
of keeping such property available sole- 
ly for them, corporate ownership and 
maintenance of expensive resort proper- 
ties may be a worthwhile loophole for 
high bracket stockholders. But in the 
light of other cases one may wonder 
whether the Tax Court’s evaluation of 
fair rental value in International is 
a reliable basis for tax planning. In 
Louis Greenspon (23 TC 138 1954, 
aff'd 2/29 F.2d 947), payment by a cor- 


poration of maintenance expenses of its 
controlling stockholder‘s farm was 
deemed a dividend to him. If the cor- 
poration had owned the farm and main- 
tained it exclusively for the part-time 
use of the stockholder, would he have 
escaped tax on a substantial portion of 
the maintenance expenses? 


Incidental stockholder benefit 


Shareholders can, and should, escape 
taxation only when the primary pur- 
poses of the corporate expenditure are 
for the business of the corporation and 
the benefit to the shareholder is inci- 
dental. Thus in Pauline DuPont Dean 
(9 TC 256) the government attempted 
to allocate to the petitioner and her hus- 
band who filed separate returns, the 
maintenance expenses of horses owned 
by a corporation of which they were 
stockholders. The court found that the 
corporation was in the business of 
breeding, buying, raising, and selling 
horses for profit, and that Mr. Dean, 
who was also a petitioner, and their 
child rode the horses. This exercise, ac- 
cording to the court, was good for the 
horses. Since the corporation was en- 
gaged in business with respect to the 
horses and Mr. Dean’s pleasure in riding 
was incidental to the corporate business 
purpose, no part of the maintenance 
expenses was taxed to him. 


Capital expenditures as dividend 


It is unlikely that the cost of property 
purchased and owned by a corporation 
but used solely for the benefit of its 
stockholders would constitute a dividend 
.v them. In Greenspon, where main- 
tenance expenses of the stockholder’s 
farm paid by the corporation were 
deemed a dividend, the purchase price 
of equipment owned by the corporation 
but used on the farm was not taxed to 
the shareholder. The depreciation de- 
duction claimed by the corporation was, 
however, disallowed. 

In American Properties Inc., however, 
the Tax Court stated that capital ex- 
penditures by a corporation to construct 
property for the shareholder’s use was 
a dividend even if the corporation 
owned the property. The court taxed 
as a dividend the cost of constructing 
the speedboats, as well as the expense 
of maintaining them, despite the tax- 
payer’s contention that the corporation 
owned the boats. The court made no 
explicit finding as to whether title was 
in the corporation or the stockholder, 
but said that, regardless of who had 





tith 
hol 


see 
sha 
hor 
por 
val 


nes 
Stor 
lim 
owl 
sha 
ren 
not 
exp 
exp 
wil 
sha 
Int 
all 
den 
of 





Yac 
tion 
pro 
ow! 
owl 
yac 
of « 
pen 
the 
cust 
Cou 
gro 
latic 
yacl 
plet 
whe 
tax} 
ity 
as a 
tion 
the 
Kor 
tion 
95. 


Hof 
mak 
wife 
trav: 
the 

fully 
and 


pe 
ul 
are 
ind 
nci 
pan 
ted 
1us 
the 
ned 
ere 
the 
of 
ling 
ean, 
heir 
‘i 
the 
en- 
the 
ding 
iness 


ance 


perty 
ition 
f its 
dend 
nain 
Ider’s 
were 
price 
‘ation 
ed to 
n de 


1 was 


VeVEl 
al ex 
struct 
e was 
ration 
taxed 
ucting 
«pense 
e tax 
ration 
de no 
‘le was 
holder, 
o had 








title, the expenditures were for share- 
holder’s pleasure and thus a dividend. 

Despite this case, however, it would 
seem that at present the dividend to the 
shareholder arising from his use of a 
home purchased and owned by his cor- 
poration would be limited to its rental 
value. 


Conclusion 

Despite the Commissioner’s crackdown 
on corporations which deduct as _ busi- 
ness expenses expenditures for their 
stockholders’ benefit, there is still a 
limited value in corporate purchase and 
ownership of property to be used by 
shareholders. They will be taxed on the 
rental value, and the corporation will 
not be able to deduct the maintenance 
expenses; but the corporation’s capital 
expenditure in acquiring the property 
will probably not be a dividend to the 
shareholder. Even if the loophole of the 
International case, the failure to tax 
all of the maintenance expenses as divi- 
dends, is peculiar to that case, avoidance 
of tax on the cost of acquisition may 





Yachtsman-businessman is denied deduc- 
tion for boat expenses. Taxpayer, a 
prominent sportsman and yachtsman, 
owned and operated a machine shop. As 
owner and operator of a 161-foot sailing 
yacht, taxpayer sought to deduct the cost 
of operating the yacht as a business ex- 
pense maintaining that it was used for 
the entertainment of business contacts, 
prospects, The 
denies the deduction on _ the 


customers, etc. Tax 
Court 
grounds that there was no proximate re- 
lationship between the operation of the 
yacht and taxpayer’s business. Incom- 
plete guest lists showed very few people 
who were connected, in any way, with 
taxpayer's business. Most of the public- 
ity about the yacht concerned taxpayer 
aS a Sportsman, with only passing men- 
tion of his business. The court attributes 
the increase in taxpayer’s sales to the 
Korean War, rather than to the opera- 
tion of the boat. Larrabee, 33 TC No. 


95. 


Hope of publishing travel diary doesn’t 
make trip deductible. Taxpayer and his 
wife compiled a detailed diary and 
travelogue while making a trip around 
the world. They attempted unsuccess- 
fully to sell their notes for publication, 
and sought to deduct the cost of the trip 


New decisions affecting individuals 


make corporate ownership of such 
property attractive. * 


IRS appeals Florida rent 

as medical expense 

Tue IRS is appealing to the Third Cir- 
cuit the Tax Court holding in Bilder 
(33 TC No. 17). Bilder, an attorney, 
suffered four heart attacks which serious- 
ly impaired his health. His physician, 
a prominent heart specialist, urged him 
to spend the winter in a warm climate. 
With his wife and daughter, he spent 
the winters of 1954 and 1955 in Florida, 
near a physician who could administer 
the dangerous drug he required. On the 
basis of Havey, (12 TC 409) and 
Stringham (12 TC 580) the court al- 
lowed Bilder a medical deduction for 
transportation and apartment rental in 
Florida. The court said the fact that 
Bilder would not have made the trip 
but for the advice of his doctor was in- 
dicated by the severe disruption of 
family and business life caused by the 
trip. * 


as a business expense. Neither had been 
engaged before in the business of writ- 
ing. The Tax Court denied the deduc- 
tion on the ground that taxpayer’s writ- 
ing activities could not constitute a 
trade or business. The court noted that 
taxpayers were motivated not only by 
the hope of selling the book but also of 
visiting their son in Japan. This court 
afhrms. Wright, CA-6, 2/20/60. 


Cost of meals is not deductible; tax- 
payer was not away from home. Tax- 
payer, a food broker, claimed a deduc- 
tion for the cost of meals he consumed 
while traveling, both those eaten with 
customers and for meals he ate while 
dining alone. The Tax Court disallows 
the deduction since the meals were con- 
sumed by taxpayer on trips made when 
he did not spend the night away from 
home. Smith, 33 TC No. 97. 


Rockefeller Public Service Award tax- 
able as fellowship grant [Acquiescence}. 
In 1952 John D. Rockefeller, 3rd, made 
a gift to Princeton to etablish a pro- 
gram of grants to outstanding Federal 
career employees sufficient to allow them 
to spend a year in special study. Nom- 
inations can be made by a Government 
agency or by direct application. Tax- 
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payer here was Deputy General Counsel 
of the Atomic Energy Commission and 
he applied for an award to study forms 
of supranational cooperation that might 
serve as models for international co- 
operation on peaceful uses of atomic 
energy. He was granted the award for 
1954 and spent the year in Paris. The 
court first determined that this is not an 
award which is tax-free because it is in 
recognition of past achievements, 
granted without any action on the re- 
cipient’s part with no requirement 
for future service. It is, however, a fel- 
lowship grant tax-free up to $300 a 
month. The Commissioner refused to 
exclude an amount equal to taxpayer's 
expenses on the ground that the Regu- 
lations require that to be excluded from 
gross income the payments must be 
specifically designated as being for ex- 
penses. The court pointed out that these 
Regulations were until 
long after taxpayer received his grant 
and, without going into the question 
whether they were a reasonable interpre- 
tation of the statute, held them inap- 
plicable here. The Code allows exclu- 
sion of amounts paid to reimburse ex- 
penses that the 
grantors of the award knew that sub- 
stantial expenses would be incurred by 
the taxpayer. Isenbergh, 31 TC 1046, 
acq., IRB 1960-6. 


not adopted 


and the court found 


Tax Court determines waiters’ tips {Ac- 
quiescence]. and 
wife, employed as waiter and waitress in 
two hotels in Reno, kept no records of 
their tips. The Commissioner studied 
the operations of the hotels, determined 
the ratio of food sales to waiters’ salaries 
and so estimated tips they received. 
The Tax Court, censuring the taxpayers 
for their laxness, nevertheless finds the 
Commissioner’s computations of tips too 
high and disapproves one-third to one- 
fourth of the 


Taxpayers, husband 


assessment made, as an 
allowance for the seasonal nature of the 
work fact that the wife was 


sometimes employed as hostess and so 


and the 


received no tips for this part of her 
work. Sutherland, 32 TC No. 74, 
IRB 1959-50. 


ac q- 


Husband’s status determines nature of 
community income of nonresident alien 
wife. The tax status of a nonresident 
alien wife domiciled in a community 
property state is determined by the hus- 
band’s status, since her share of the com- 
munity income maintains its character 
in her hands. Even though he may be 
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a citizen, if income from personal serv- 
ices of the husband is such that it would 
cause a nonresident alien receiving it to 
be regarded as engaged in trade or busi- 
ness in the United States, she, too, may 
be taxed as falling in that category. She 
must, however, file Form 1040B, the re- 
turn for a nonresident alien engaged in 
trade or business in the United States. 
tev. Rul. 60-57. 


Boat pilot is allowed travel from job to 
job Taxpayer 
Mississippi River boat pilot. He was 
assigned to different boats by the pilots 
association. He worked mostly within 
the port of New Orleans, each assign- 
The 
for automo- 


[Acquiescence]. was a 


ment lasting several hours. Tax 
Court denied a deduction 
bile expenses incurred while traveling 
from his residence to various points of 
assignment, but allowed that portion of 
the automobile expenses which repre- 
sented travel from one assignment to 
another. Heuer, 32 TC No. 83, acg. IRB 
1960-2. 


Exemptions for mother and nieces dis- 
allowed. Claimed exemptions for tax- 
payer’s mother and nieces were dis- 
allowed because taxpayer failed to estab- 
lish that he furnished their chief sup- 
port. Williams Jr., TCM 1960-44. 


Father denied dependency exemptions 
for minor children. A father who paid 
$520 to his former wife for the support 
of each of their two minor children is 
denied dependency exemptions for the 
children on the ground that he failed 
to prove he furnished over half of their 
support. Tucker, TCM 1960-40. 


Guides provided for determining de- 
ductibility of educational expenses. The 
Service, in a lengthy ruling, has set 
forth guides to the deductibility of ex- 
penses incurred by taxpayers for educa- 
tion. It points out that both employees 
and self-employed individuals can de- 
duct educational expenses; that no de- 
duction is permitted unless taxpayer has 
met at least the minimum requirements 
for qualification and estabiishment in 
his intended position; that the educa- 
tion must be undertaken primarily to 
meet employer requirements for tax- 
payer’s position, or to maintain or im- 
prove needed skills. In determining the 
deductibility of travel and transporta- 
incurred 
with acquiring education, taxpayer may 
select the institution which best serves 


tion expenses in connection 
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his needs, whether foreign or local, and 
will not be denied a deduction merely 
because travel to the institution of his 
choice is more costly than travel to 
other institutions, Rev. Rul. 60-97. 


IRS will exclude travel on pre-1956 
grants; amends Regulations to follow 
Isenbergh. The Code excludes only $300 
a month of fellowship grants to one 
who is not a degree candidate, though 
all payments for travel expenses con- 
nected with the grant are tax-free. The 
Regulations originally issued took the 
position that the portion of a grant 
used to cover travel expenses could be 
excluded only if the award specifically 
designated a portion for travel. How- 
ever, in Jsenbergh (31 TC 1046, acq., 
IRB 1960-6) the Tax Court refused to 
apply this Regulation to an award made 
for a 1954-Code year but prior to the 
issuance of the Regulation on July 29, 
1956. The Treasury now amends the 
Regulations to conform to that decision. 
Amounts for expenses must be specific- 
ally designated in grants awarded after 
July 28, 1956, to be entitled to exclu- 
sion. In grants made prior to this date, 
the exclusion is applicable if the re- 
cipient establishes, by competent evi- 
dence, that the amount was received to 
however the 
need not be specifically designated in 
the grant. 7.D. 6456. 


cover expenses; amount 


New York was home for tax purposes; 
expense there not deductible. Taxpayer 
was a resident of Dallas, Pennsylvania, 
some 160 miles from New York City. 
1937 to 1954 he was an 
pendent consultant on department store 
problems. In 1954 he was employed by 
George S. May, a management con- 
sulting firm, which had an office in 
New York City. At issue are taxpayer's 
expenses while he was in New York 
City in 1955. In that year he spent about 
three months on jobs in the southern 
part of the U. S. and the other nine 
months he was assigned to office work 
in New York City. He received no re- 
imbursement for his expenses while in 
the city. The court finds that this case 
is essentially similar to Flowers (326 
U. S. 465). Taxpayer’s home was for 
tax purposes at the job in New York 
City. That was his principal place of 
business and he cannot deduct his ex- 
penses while there as being incurred 
away from home. Hicks, TCM 1960-48. 


From inde- 


Meals and lodging furnished Arctic em- 


ployee not taxable; were for convenience 
of employer [Acq.]. Taxpayer worked at 
Thule, Greenland as a construction engi- 
neer. He was furnished meals and lodg- 
ing by his employer but a payroll deduc- 
tion was made for them. The Commis- 
sioner originally argued that because 
payroll deduction was made the amounts 
cannot be considered as for the con- 
venience of the employer. However in 
view of the IRS announcement that it 
will follow Boykin (260 F.2d 249) the 
Commissioner dropped that argument 
here. The court found on the facts that 
the meals and lodging were furnished 
for the convenience of the employer. 
There were no other facilities available 
in the area and taxpayer could not 
otherwise have performed his job. O/k- 
jer, 32 TC 464, acq., IRB 1960-10. 


Renewal commissions income in 
respect of a decedent. Taxpayer's hus- 
band was at the time of his death en- 
titled to renewal commissions on insur- 
ance previously sold by him. Taxpayer 
collected these commissions after his 
death. The court holds that they are 
ordinary income, being income in re- 
spect of a decedent, as had been held on 
similar facts in Latendresse (26 TC 318, 
aff'd 243 F.2d 577, cert. den. 355 U.S. 
830). Had the commissions been col- 
lected by the husband prior to his death, 
they would have been ordinary income 
in his hands and the Code clearly re- 
quires that they be taxed as ordinary 
income as the taxpayer collects them. 
Goldstein Estate, 33 TC No. 116. 


are 


Cherokee pays no tax on income from 
homestead tract. Income derived from 
allotted to a Cherokee 
Indian is exempt from tax as long as 
the homestead is held by the original 
allottee. T.D. 3570, to the extent it held 
that the income is nontaxable for a 
period not to exceed 21 years, will not 
be followed. The exempt 
under the 1906 Statute providing for 
the exemption from tax of Cherokee 
lands as long as held by the original 
allottee; that is unaffected by a 21-year 
restriction on alienation by the original 
allottee. Rev. Rul. 60-96. 


a homestead 


income is 


Dependency exemption for parent dis- 
allowed. Taxpayer and his brother who 
filed a multiple support agreement for 
their mother, are found not to have con- 
tributed over half of the mother’s sup- 
port. The claimed exemption is dis- 
allowed. Stang, TCM 1960-55. 
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W&M proposed simplified reporting 


seen as new tax trap for partners 


A ae HR 9662, amending Sub- 
chapters J (estates and trusts) and 
K (partnerships) consists in large part 
of the proposals of the Advisory Groups 
of practitioners appointed by Chairman 
Mills of the House Ways and Means 
Committee in 1956, several important 
provisions are not in accord with the 
Advisory Group’s suggestions. It is 
sections which have been the 
focus of comment and criticism as the 
bill moves through the legislative 
process. One new idea, an elective modi- 
fication of the 


these 


conduit principle, is 
seen by Treasury and practitioners alike 
as being of little value to the simple 
partnership for whom it was intended. 
Indeed it may be virtually a trap be- 
cause in making such an election part- 
ners could lose other substantial tax ad- 
As the House Ways and Means 
Committee, which inserted this provision, 
explained it, Section 702(e) “provides a 
partnership election for simplified re- 
porting by the partners. Under regula- 
tions, a partnership in which all the 
members are individuals may elect a 
modified form of conduit treatment. If 


vantages. 


this election is made, each partner, in 
determining his income tax liability, will 


take into account separately his distribu- 


tive share of only four partnerships 
items: (1) long-term capital gains and 
losses, (2) short-term capital gains and 


losses, (3) gains and losses on property 
used in a trade or business or property 
involuntarily and (4) divi- 
each partner will 
take into account a net amount repre- 


converted, 
dends. In addition, 


senting his distributive share of all re- 
maining partnership items of income, 
gain, loss, or deduction properly in- 
cludible or allowable with respect to 
such partner in computing his taxable 
income.” 


Treasury opposes plan 


Jay W. Assistant to the 
Secretary of the Treasury told the Sen- 


Glasmann, 


ate Finance Committee that the Treas- 
ury has serious doubts that the proposal 
can accomplish its stated purpose. “On 
the contrary,” he said, “we are of the 
that this additional election will 
further complicate the law, and may 
prove to be a tax trap for the unwary 
partner. 

“One of the basic characteristics of 
partnership taxation under the 1954 
Code and the regulations is the so- 
called conduit theory whereby the char- 
acter of every partnership item of in- 
come and deduction which has tax sig- 
nificance carries over to the partners 
and is reflected as such on their indi- 
vidual income tax returns. Although in 
most cases this works out to the indi- 
vidual partner’s benefit, some taxpayers 
nevertheless feel that it is too compli- 
cated to keep track of and reflect in 
their individual tax returns the signifi- 
cant tax characteristics of specific part- 
nership items. 

“The bill attempts to minimize this 
problem by providing that where a 
partnership so elects only a limited num- 


view 


ber of the items entering into the part- 
nership income account will retain their 
character when passed down to the part- 
ners. Capital gain and loss items, gains 
and losses with respect to certain busi- 
ness assets, and dividend income would 
continue to retain their character. All 
remaining items would be taken into 
account by the individual partners on 
their returns as a single, net, ordinary 
income or loss item. 

“The suggested change,” Mr. 
mann said, 


Glas- 
“could have the following 
consequences to the partners 
of an electing partnership: 

“(1) If the partnership has rent or 
interest income, the individual partners 
will lose the benefit of the rental or in- 
terest character of their shares of such 


adverse 


partnership income for purposes of com- 
puting the amount of their retirement 
income credits. 
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“(2) The partners will lose the benefit 
of the additional 20 per cent first year 
depreciation allowance with respect to 
any depreciable assets acquired by the 
partnership during any year the election 
is in effect. 

“(3) The partners will receive no de- 
duction for partnership charitable con- 
tributions, soil and water conservation 
expenditures, exploration expenditures, 
and depletion deductions. 

“(4) Also disallowed to the partners 
under the new reporting procedure will 
be any credits (other than those for 
dividends) attributable to the partner- 
ship income. 

“In view of the heavy price which the 
partners may unknowingly have to pay 
for the purported simplification effected 
by the new reporting procedure, it 
seems to us that the provision may in 
fact be harmful rather than helpful. 
Moreover, the claimed simplification of 
reporting procedures may be more ap- 
parent than real. For example, before 
making the election under section 702(e) 
partners and partnerships will still have 
to ascertain the nature of all partner- 
ship income, deductions and credits in 
whether to make the 
Furthermore, the new report- 
ing procedure provided under the bill, 
since it relates only to the determina- 
tion of the tax liability of the indi- 
vidual little, if 
any, effect upon the reporting problems 


order to know 
election. 


partners, would have 
of an electing partnership. The partner- 
ship itself will still have to submit a 
return showing the nature of all of its 
income and deductions on the regular 
partnership return form (Form 1065) in 
order for the Internal Revenue Service 
to make sure that each partner’s dis- 
tributive share of partnership income 
does not reflect any of the deductions 
or exclusions of the type which cannot 
be passed through to the partners of a 
partnership making an election under 
section 702(e).” 


Character of items 


Ever since the Advisory 
K first proposed that the 
character of an item of partnership in- 
be determined as 
though the item were realized by the 


partner, a 


Group on 
Subchapter 


come or expense 


storm of controversy has 
HR 9662 


Advisory Group proposal. 


centered about this subject. 
adopts the 
In presenting the 
on HR 9662, Mr. Glasmann summar- 
ized its provisions for the committee: 
New Section 702(b) would provide that 


Treasury's position 





702. * 


The Journal of Taxation 


the character of all partnership items 
shall be determined as if realized direct- 
ly by the partner from the same source 
from which realized by the partnership, 
he said. 

One of the problems which the new 
provision is intended to cover is the 
basis for determining whether gain on a 
sale of property by a partnership is 
capital gain where, if sold directly by 
one or more of the partners, the gain 
would have been taxable as ordinary 
income. The example often used to il- 
lustrate the problem is the case of a 
real dealer who enters into a 
two in- 
vestors to acquire and hold real estate 
which is subsequently sold by the part- 
nership at a profit. Mr. Glasmann listed 


estate 


partnership with non-dealer 


three possible views as to the appropri- 
ate factors to consider in determining 
how such gain is to be taxed to the 
partners. 

The 


proponents, 


first, which has a number of 
is to look solely to the 
business activities of the partnership. 
Chis would permit the real estate dealer 
to use the partnership to convert ordi- 
nary income into capital gain. 

Che second possibility is to determine 
the character of gain on sale of a part- 


nership asset by looking primarily to 


the activities of the partnership, with 
weight being given in appropriate cases 
to the activities of a partner who owns 


a substantial interest in the partner- 
ship. Thus, in the example, the fact that 
1 of 3 partners is himself engaged in 
the real estate business might be suffi- 
cient to taint the partnership. If so, the 
gain realized on the sale would be tax- 
able to all three partners as ordinary 
Such a merit of 
all 
partners and, again looking at the ex- 
ample, it would block the flagrant use 
of partnerships by 
But, 


that such a rule might impose an ordin- 


income rule has the 


providing uniform treatment for 


real estate dealers 


to avoid noted 


tax. it should be 
ary income tax on some partners who 
perhaps should be given capital gain 
treatment while letting others off with 
capital gain who should be treated as 
receiving ordinary income. 

The third possible approach to this 
difficult problem, and the one adopted 
in the bill, after its recommendation by 
the Advisory Group, is that the char- 
acter of the gain be determined at the 
partner level taking into account for 
this purpose the activities of 
nership 


the part- 
Such a rule should generally 
tax as ordinary income to the real estate 
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dealer his share of the partnership 
gain on the sale. At the same time, it 
would allow partners who are not real 
estate’ dealers to enjoy capital gain 
treatment provided the activities of the 
partnership do not put it in the trade 
or business of buying and selling real 
estate. Moreover, just as it is possible 
for a real estate dealer who is a sole 
proprietor to have a segregated invest- 
ment account (sales from which result 
in capital gain), so also will it be pos- 
sible under this third approach, where 
a partnership interest represents an in- 
vestment account, for sales by the part- 
nership to give rise to capital gain, 
rather than ordinary income, for the 
partner who is a real estate dealer. This 
will be a factual question to be deter- 
mined in each case. 

The Treasury Department favors this 
third approach, Mr. Glasmann said. 


ABA recommendations 

The American Bar Association 
summer adopted a resolution opposing 
determining the character of income at 
The resolution, as 
originally proposed by the 
Section, was explained in these columns 
last November, 11 JTAX 290. 

The resolution said that it “contem- 


last 


the partner level. 


Taxation 


plates determination of the character 
of gain on the sale of property by the 
partnership by reference to the activi- 
ties of the partnership itself. . . . This 
rule has merit not only as a matter of 
realistic treatment of partnership-owned 
property but also in that it avoids the 
difficulty of making a hypothetical de- 
termination as to what the character of 
the property would be if, instead of 
being owned by the partnership, it were 
owned by the individual partners. 
“The 


countenance tax avoidance. If any mem- 


resolution is not intended to 
ber of the partnership is a dealer and he 
in effect acts as an agent for the part- 
nership, the partnership itself would be 
regarded as a dealer and ordinary in- 
come consequences would attach to the 
sale, as they properly should. On the 
other hand, it will be clear that if the 
partnership is holding the property for 
investment, the dealer partner will par- 
ticipate in capital gains treatment upon 
a sale. This does not involve tax avoid- 
ance since the dealer could have held 


the property individually for invest- 
ment.” 
Other important proposals 

In his testimony before the Senate 


Finance Committee, Mr. Glasmann 
pointed out several of the more im- 
portant, but not controversial, changes 
that HR 9662 would make in present 
law. These dealt with the closing of the 
partnership year on the death of a 
partner, determination of character of 
amounts paid to a retiring or deceased 
partner and some changes in the col- 
lapsible partnership provisions. 

“Under present law the partnership 
taxable year generally does not close 
when a partner dies. This rule was en- 
acted as part of the 1954 Code to pre- 
vent the bunching of income where the 
partnership and a partner were on 
different taxable years. While the hold- 
ing open of the partnership year is an 
equitable rule where a partnership and 
partner are on different taxable years, it 
can produce a serious hardship where 
they are on the same taxable year. Thus, 
if a partner and his partnership file their 
returns on a calendar year basis (which 
is the usual case) and the partner dies, 
he often loses much of the benefit other- 
wise arising from deductions, exemp- 
tions, and income splitting for the year 
of his death since none of the partner- 
ship income is included in the dece- 
dent’s final return. The bill would cor- 
rect this by providing that the partner- 
ship year closes for the decedent as of 
the date of his death, unless his suc- 
cessor in interest, usually his executor, 
elects to the contrary.” 


Retiring partners 


Section 776 of the bill would make 
important changes in present Section 
736, under which payments to a retir- 
ing partner are divided into two Cate- 
gories. The first change, Mr. Glasmann 
explained, relates to the amounts paid 
for his interest in partnership prop- 
erty. These amounts are generally capi- 
tal payments, which are taxed as capital 
gain to the retiring partner and are not 
the 
second category involves payments which 


deductible by partnership. The 
exceed the value of the retiring part- 
ner’s interest in partnership property. 
These amounts are taxed as ordinary 
income to the recipient and are deduct- 
ible by the partnership. 

The 
mental structure but makes two signifi- 


bill does not alter this funda- 
cant amendments. First, a more equi- 
table definition of partnership property 
has been developed, with the result that 
the retiring partner does not pay ordin- 
ary income tax upon amounts received 


for his rights to participate in future 
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services of the partnership or in_ its 
future delivery of goods. 

Second, Mr. Glasmann said, a rule 
has been added which treats all pay- 
ments to a retiring partner as payments 
for partnership property, even though 
the payments exceed the value of such 
property, if all the payments are made 
within a 12-month period. This is de- 
signed to bring about the result which 
the parties normally intend where a 
partner’s interest is liquidated by means 
of a lump-sum payment or a series of 
payments over a short period of time. 


Partnership distributions 


Highly important are the proposals 
dealing with collapsible partnerships. 
\s Mr. Glasmann explained these sec- 
tions to the Senate Finance Committee, 
“just as shareholders in collapsible cor- 
porations are prevented from convert- 
ing ordinary income into capital gains 
by means of distributions in liquida- 
tion of their stock, so under the collaps- 
ible partnership rules are partners pre- 
vented from accomplishing such result 
through the medium of partnership dis- 
tributions.The bill makes a number of 
changes designed to simplify the com- 
plex provisions of Section 751 and to 
make the operation of the collapsible 
provision more equitable in addition to 
closing a serious loophole. It should be 
noted that the simplification proposed 
by the Advisory Group was not adopted 





: Miscellaneo 


Payments for deceased partner’s interest 
are entirely capital gain [Old Law). 
Decedent was a member of a medical 
partnership. The partnership agreement 
provided that the value of a deceased 
partner’s interest would be paid to his 
estate. Following the weight of author- 
ity under the 1939 Code, the district 
court held that the entire payment to 
his estate following decedent’s death in 
1951 constituted capital gain on the sale 
of his partnership interest, even though 
a large part of the payment was for de- 
cedent’s interest in uncollected fees. 
rhis court affirms. [Section 736 of the 
1954 Code provides specific rules for de- 
termining whether payments for a de- 
ceased partner’s interest are capital or 
income.—Ed.] Donoho, CA-8, 3/7/60. 

Family partnership recognized. Tax- 
payers created a trust for each of their 
children and then entered into a part- 


us new decisions this month 


by the Ways and Means Committee. 
The group’s recommendation would 
have made Section 751 inapplicable to 
partnership distributions. Mr. Glasmann 
further explained that “as a matter of 
simplification the bill substitutes for the 
detailed and troublesome definitions of 
‘unrealized receivables’ and ‘substan-- 
tially appreciated inventory’ a more 
workable concept of the type of partner- 
ship assets which results in ordinary in- 
come.” 


Other criticism 


Some witnesses before the Senate Fi- 
nance Committee were strongly op- 
posed to any more complications in Sub- 
chapter K. For example, David H. 
Dohan, appearing for the Philadelphia 
Bar Association, pointed out that Sub- 
chapter K affects primarily small tax- 
payers and that its provisions are al- 
ready too complex. Mr. Dohan was 
particularly critical of amendments 
which differ from those proposed by 
the Advisory Group. “In some instances 
substantive changes masquerade as clari- 
fications, yet far extend existing law. An 
example of this is Section 770 of the 
bill, which taxes partners receiving a 
partnership interest for services. This 
principle is not open to criticism, but, 
not content with incorporating present 
regulations into the Code, the draftsmen 
have produced a section which can re- 


sult in new partner being taxed twice.” 


nership with the trustee for the conduct 
of an automobile finance business. After 
allowance for a salary to the grantor 
who actively managed the business, the 
income was divided in proportion to 
the capital invested. The trusts’ shares 
of income withdrawn and ex- 
pended for the children. The court finds 
the partnership was bona fide and recog- 
nizes the splitting of income for tax 
purposes. Pearlstone, DC Tex., 3/22/60. 


were 


Holding period of contract begins with 
date of approval. Taxpayer was awarded 
a contract by the Interior Department 
for cutting of timber on certain Indian 
lands. If, at the date of cutting, it held 
the contract for six months it was en- 
titled to capital gain treatment on the 
value of the cut timber. When it sub- 
mitted the proposal it was required to 
submit an executed contract. But, the 
court holds, the holding period of the 
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contract does not begin until the con- 
tract is approved by the Interior De- 
partment. Taxpayer did not hold the 
contract six months from this later date. 
Wagar Lumber Co., DC Wash., 2/23/60. 


Financing fee is not income to lender; 
was indemnity for possible losses. Tax- 
payer was organized to finance crop 
operations of fruit growers. In addition 
to paying taxpayer 6% interest on funds 
borrowed, the growers paid taxpayer 
five cents per box of fruit sold, as a re- 
serve against The Tax 
Court rules that the reserve payments 
are not 


future losses. 
taxable in the year received. 
The court is influenced by the fact that 
the payments intended as_ in- 
demnity for taxpayer rather than as 
compensation for 


were 


services or use of 
capital, that the funds belonged to the 
depositors until used by taxpayer, sep- 
arate accounts were maintained by tax- 
payer for each grower’s deposit and 
taxpayer refunded deposits when they 
exceeded its needs. The fact that tax- 
payer could use this fund for general 
corporate purposes, received interest 
from the investment of the fund, and 
was not obligated to refund the reserve 
until all losses chargeable to the fund 
were paid did not render the fund tax- 
able. Growers Credit Corp., 33 TC No. 
110 


Cash basis taxpayer reports income in 
year check is received. A partnership on 
the cash basis received three checks in 
December 1953 and one in January 1954 
1953. All four 
mailed by the debtor in 
December 1953. 


for services rendered in 
checks were 
The court holds only 
1953 
cludible in that year’s income 
TCM 1960-71. 


the checks received in were in- 


Gillis, 


Deduction allowed for charity serving 
through fraternal societies {Acq.|. Tax- 
payer advanced funds to a trust for the 
construction of a building to be used by 
fraternal societies exclusively for chari- 
table, religious, educational, scientific 
and literary purposes. The trust instru- 
ment was later amended to permit the 
use of the building by the general public 
for the same purposes. The Tax Court 
held that the taxpayer was entitled to 
a charitable deduction because during 
the years in question the sole activity 
of the trust was holding funds to be 
used for construction for properly 
limited purposes. Draper, 32 TC 545, 
acq., IRB 1960-2. 
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Grossing up income for foreign 


tax credit stirs controversy 


A THE Boccs Bitv itself (HR 5) ran 
into opposition and seemed stalled, 
one of the provisions originally includ- 
detached as a 
bill (HR 10860) stirred up a first-class 
itself. 


ed in it but separate 


controversy The proposals would 
the 
foundations of the whole body of theory 


undermine one of mathematical 


and practice in the choice of the form 
of business operation abroad. This is 
the way the law presently works and how 
the proposed bill would affect it: 

\ domestic 


corporation, operating in 


Country X through a branch, earns $100 


which is taxed by X at a 40 per cent 


rate. The United States would impose 
a tax of per cent on the corporate 
income of $100, and would allow a for- 


eign tax credit of $40, leaving a net 
the States. 
The combined foreign and domestic tax 


$100 of 


liability of $12 to United 


on the income would therefore 
be $52. 
Another domestic corporation, op- 
erating in Country X through a foreign 
subsidiary, earns $100 and pays a tax of 
$40 on The 


sidiary United 


this income. foreign sub- 
States parent 
$60 as a 
United States 


income 


pays its 
corporation the balance of 


dividend, and the com- 


pany reports as only this 
after deduc- 
The United 
States tax of 52 per cent on foreign divi- 
dends of $60 would be $31.20. However, 


the parent is 


amount, which is, in effect, 


tion of the foreign taxes. 


also deemed under existing 
law to have paid a ratable share of the 
foreign tax paid by its subsidiary for 
purposes of the foreign tax credit. Under 
902, it is 
allowed a foreign tax credit equal to 60 
per cent of the foreign tax, or $24. After 
offset by this credit, the net tax owed to 
the United $7.20. The 
combined United States and foreign tax 


the formula now in Section 


States is only 
in this situation is therefore $47.20, or 
in terms of the combined effective tax 
rate, 47.2 per cent. This rate advantage 
is increased where a chain of two for- 


the 
foreign 


eign subsidiaries is used, so that 
combined United States and 
in some circumstances, be as 
low as 40.18 per cent. 

HR 10859 and 10860 would eliminate 
the above tax advantage in the case of 
income earned by a foreign subsidiary 
its dividend payments 
by the amount of foreign tax attribut- 
able to the dividend. Thus, if the sub- 
sidiary earned $100, paid a foreign tax 
thereon of $40, and declared a dividend 
of the remaining $60 to its United States 
parent, the latter would report dividend 
income of $100 (rather than $60). The 
United States tax before the foreign tax 
credit would be $52, the credit would be 
$40, and the net tax payable to the 
United States would be $12. The com- 
bined 


rates may, 


by “grossing up” 


effective tax rate would be 52 


per cent. 


Domestic corporations included 


HR 10859 and its identical companion 
10860 would apply grossing up require- 
ment both to foreign corporations and 
to domestic corporations. Under present 
law, if a domestic corporation operates 
abroad through a branch, the United 
States tax is imposed on the profits 
at the time they 
earned and before the deduction of in- 
come taxes levied in the foreign country. 
However, if a foreign subsidiary is used, 
the United States tax applies only to 
the foreign profits remaining after de- 
duction of foreign taxes and the United 
States tax on this smaller tax base is 


earned abroad are 


postponed until the foreign profits are 
distributed as dividends to the American 
parent corporation. As a result, present 
effect, allows the American 
parent both a deduction and a credit 
for foreign taxes imposed on the profits 
This 


law, in 


of its foreign subsidiary. comes 


about from an apparently unintended 
defect in the statute in allowing to a 
domestic corporation a credit for foreign 
taxes paid by its foreign subsidiary with- 


out also including in the parent's in- 
come the amount of tax which is credit- 
able. 


Subsidiaries favored 


The basic provision of the Internal 
Revenue Code containing this formula 
has been in the tax law since 1918. The 
double allowance permitted under exist- 
ing law, where operations are carried 
on abroad through foreign subsidiaries, 
in many cases results in a much lower 
combined effective rate (foreign and 
domestic) on income earned abroad than 
the present 52 per cent United States 
tax rate. The basic principle of the for- 
eign tax credit, however, is that in no 
case will the taxpayer pay a combined 
tax on foreign income in an amount less 
than the United States tax rate. Con- 
sistent with the latter principle, a 
domestic corporation operating abroad 
directly through a branch does not re- 
ceive the benefit of a deduction for for- 
eign taxes in computing its credit and 
therefore the combined effective 
rate on the branch profits is never less 


tax 


than 52 per cent. 
The reduced tax 
through the use of foreign subsidiaries 
under the present foreign tax credit 
formula are not fixed, but depend upon 
the level of foreign taxes, as applied 
country by country. The foreign income 
tax rate which produces the maximum 


rates available 


benefit for an American corporation is 26 
per cent. When the foreign tax rate is 
at this level, the combined United States 
and foreign tax rate on $100 of profits 
earned and distributed by a 
foreign subsidiary is 45.24 per cent. As 
the foreign tax rate goes below 26 per 
cent, the combined foreign and domestic 
tax rate 


abroad 


increases until, with a zero 
foreign tax, the combined effective rate 
would, of course, equal the United States 
tax rate of 52 per cent. By the same 
token, as the foreign tax rate increases 
cent, the tax 
benefit to be derived through the for- 
eign tax credit from the use of a for- 
eign subsidiary declines. When the for- 
eign rate reaches or exceeds the United 
States 

This tax benefit under the foreign tax 
credit can be increased substantially by 
operating abroad through a chain of 
two subsidiaries. Thus, where a dividend 
paid by a foreign subsidiary comes from 
a distribution which it in turn has re- 


and approaches 52 per 


rate, no tax benefit is derived. 


ceived from its own foreign subsidiary, 
the combined United States and foreign 
tax burden may be as low as 40.18%. 
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The announced purpose of the gross- 
ing up requirements is to make the 
ultimate level of the combined foreign 
and U. S. tax on income from abroad 
the same, whether earned by a foreign 
subsidiary or the branch of a domestic 
corporation. In testimony before the 
House Ways and Means Committee in 
hearings on the bills the Treasury took 
no position. It agreed that the prin- 
ciple of equality was desirable. It sug- 
gested that the Committee might re- 
move the inequality by extending the 
preferential rates, through amendment 
to the foreign tax credit provisions, to 
branches of 
domestic corporations. Or, since most 


income earned abroad by 


of the objection to grossing up comes 
from businesses protesting the net in- 
crease in tax, the grossing up might be 
coupled with a specific tax reduction. 


Industry objects 


Typical of the comments made by 
businesses already operating abroad is 
that by Kenneth A. Lawder, treasurer of 
W. R. Grace & Co. “‘W. R. Grace & Co. 
ind, I am sure, many other companies 
yperating abroad have relied, in evalu- 
ating the risks inherent in and benefits 
to be derived from foreign operations, 
the credit formula 
adopted some forty years ago as a part 
of the 


upon foreign tax 


basic concept of eliminating 
double taxation on foreign source in- 
Mr. 


the law as proposed in the gross-up bill 


come,” Lawder said. “To change 
certainly results in singling out the com- 


panies with foreign investments op- 
erated through foreign subsidiaries for 
what is in effect an increase in the tax 
burden as compared with other tax- 
payers at a time when our own Govern- 
ment has been trying to encourage pri- 
vate capital to assist in the economic 
development of the developing countries 
»f the world. To impose this additional 
tax burden on taxpayers who are en- 
deavoring to cooperate with our Gov- 
ernment in its program of economic 
assistance to the developing areas of 
the free world, at a time when the risks 
in foreign operations are greater than 
they ever have been, can only result in 
retarding the program of substituting 
private capital for foreign aid.” 

Paul D. Seghers of New York, who 
has been much interested in the Boggs 
Bill 
generally (see his analysis of the original 
bill at 11 JIAX 244, October 1959) said 
frankly that the frustration engendered 
by what has been done to HR 5 has 


and taxation of foreign income 


caused much skepticism as to whether 
the Administration and Congress are 
sincere in their expressions of desire to 
increase the role of the U. S. business 
abroad. 


Treaty problems 


The question has been raised whether 
a change in the method of computing 
foreign tax credits would violate some 
of our tax treaties. The Treasury said 
that most of the treaties have a saving 
clause reserving to the U. S. the right 
to change its tax laws as they affect its 
own citizens and residents. Ellsworth C. 
Alvord, in a memorandum 
submitted to the Ways and Means Com- 
mittee, pointed out the hazard if such 
legislative changes should be interpreted 
as violating the treaties. “The United 
States has been a leader in the develop- 
ment of a system of income tax treaties 
designed to provide fairness and cer- 
tainty to the taxpayers of the signatory 
Mr. Alvord 
be extremely unfortunate for Congress 
and the Administration 


however, 


nations,” said. “It would 
refuse 
to honor our obligations under these 
treaties. The effect could be vastly more 
the minor 
amount of revenue involved in the im- 


now to 


important than relatively 
mediate proposal to require grossing up. 
“Of 


explicitly in a grossing up bill that it 


course, Congress can provide 
shall not apply in any case where its 
application would be contrary to any 
treaty obligation of the United States. 
However, if Congress should choose to 
follow this course, the result would be 
to create a wholly irrational and unfair 
discrimination among American  tax- 
payers. Some domestic corporations 
would be required to gross up by the 
amount of the foreign taxes claimed as 
a credit while others would not. Further- 
more, if income taxes of eighteen treaty 
countries, including the major industrial 
nations, the 


application of the gross up provision, 


are to be excluded from 
Congress may well wish to inquire as to 
whether the 
obtained from grossing up taxes of the 


additional revenue to be 


remaining countries would be signifi- 
cant.” 


Branch v. subsidiary 


Mr. Alvord, like 
appeared at the hearings on these gross- 
ing up bills, stressed the point that the 
revenue involved was small and _ that 
other inequalities between branch and 
subsidiary exist. “The minor reduction 
in aggregate tax rates which occurs in 


many others who 
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some cases through the foreign tax 
credit for taxes attributable to dividends 
received from foreign subsidiaries is 
only one in a bewildering variety of 
differences in treatment between 
foreign subsidiaries and branches. There 
is no basis for singling out this particu- 
lar difference when the rest of the com- 
plex of differences remains unchanged.” 


tax 


Boggs Bill itself 


The parent Boggs bill, shorn of the 
controversial grossing up provisions, has 
itself been delayed by opposition which 
developed in the House. Amendments 
have been made in the attempt to win 
more adherents. A most important one 
would restrict the foreign business corpo- 
rations given special treatment by it to 
the underdeveloped areas of the world. 

Another provision, cut out of the 
original Boggs Bill and sent through 
the legislative process as a separate bill 
is HR 10087 which would give the tax- 
the overall 
limitation on the foreign tax credit and 
the per country limitation. So separated, 


payer an election between 


this bill met little opposition and has 
been passed by the House. ve 


New decisions 





Seaman cannot exclude foreign earn- 
ings; funds came from the U. S. A U. S. 
citizen is not permitted to exclude in- 
the U. S. if the 
the U. S. or its 
agency. Taxpayer was an officer aboard 


come earned outside 


payment came from 
a ship in foreign waters operated by a 
private company. However, the ship was 
owned by the U. S. and the wages were 
paid from funds supplied by the Mari- 
The 
Tax Court held, indistinguishable from 
Teskey (30 TC 456), which held such 
taxable. 

CA-9, 


time Administration. case is, the 


This court 
3/17/60. 


wages agrees. 


Erlandson, 


Foreign income from incorporated mine 
and plantation attributed to U. S&S. 
citizen. A U. S. citizen, resident of Cuba, 
is held to have fraudulently failed to 
report income from the production and 
the 
growing of sugar cane. Although he 
alleged that the income from the ven- 


sale of manganese ore, and from 


tures was not his earnings but that of 
Cuban corporations in which names the 
recorded, the court 
finds the corporations did not in fact 


properties were 
function, and that the operations were 
carried on by and for taxpayer indi- 
vidually. Leeder, TCM 1960-69. 
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Multiple trust proposals would open 


loopholes, Advisory Group man says 


| pee WILLIAMS, APPEARING for the 
Advisory Group on Subchapter J, 
told the Senate Finance Committee that 
of HR 
9662 would create new tax advantages 


the multiple trust provisions 
in multiple trusts for the benefit of the 
sophisticated taxpayer. “The multiple 
trust provision is one of the major pro- 
visions of HR 9662,” he said. “It is de- 
signed to plug a loophole by providing 
that when accumulated income of a 
trust is distributed to a beneficiary who 


already has previously received income 


of other trusts created by the same 
grantor, the beneficiary is to be taxed 


on that income in an amount equal to 
the tax he would have had to pay if he 
had the 
the 


received income directly from 
it was earned 


during the preceding ten years. 


the trust, to extent 

“This approach to a solution of the 
problem is inherently defective and it 
will not stop the use of multiple trusts 
,’ Mr. Wil- 
“The bill does not provide 


for tax avoidance purposes 
liams said. 
a complete solution ‘to the multiple 
trust problem. It does go part way. It 
would ultimately subject much multiple 
to tax in the hands of the 


who 


trust income 
receives it. 
But—and this is its weakness—I think it 
will actually guarantee a highly attrac- 
tive method of obtaining tax-deferment. 


beneficiary ultimately 


It assures a sort of surtax-free build-up 
through use of multiple trusts. It tells 
the sophisticated tax advisers, and the 
high bracket 


surtax taxpayers of the 


country who are looking for tax avoid- 


ance or tax minimization devices, that 
multiple trusts offer them a way to 
defer, indefinitely, the time when the 


bite of the progressive tax rate will be 
applicable. Instead of outlawing the use 
of multiple trusts, I think it has the 
effect of sanctioning their use for tax 
deferral Frankly, I think it 
are imposing 


purposes. 


means that you upon 


lawyers and tax advisers generally the 
duty of pointing out to their clients that 


by the simple device of using multiple 
trusts they can be assured that the maxi- 
mum current year-by-year income tax on 
accumulated income will not exceed 20 
per cent, and that the trusts thus can 
have the use of cash conserved by the 
multiple trust device for as many years 
as the trust continues.” 

The approach of the bill is concept- 
ually wrong, he said. The solution of the 
multiple trust problem should be di- 
rected at the multiple trust problem— 
the splitting of income being accumu- 
lated for the same beneficiary. 

Mr. 
tion of the Advisory Group was not per- 
fect, but he was convinced that it was 
better than the solution proposed in 
the bill. Under the Advisory 
proposal, with 
all trusts created by 
grantor and being accumulated for a 
single beneficiary would be lumped to- 
gether and taxed currently as though 


Williams said the recommenda- 


Group 
all 


one 


certain exceptions, 


income of 


it were the income of a single trust. 


Treasury asks for action 

The Treasury spokesman before the 
Senate Finance Committee, Mr. Jay W. 
Glasmann, Assistant to the Secretary, said 
that the multiple trust problem is not a 
simple one. 
that 
tion. 


It is, however, a problem 
urgently needs Congressional ac- 
In the opinion of the 
Department, 


Treasury 
some form of legislation 
should be enacted during this session 
of Congress to prevent existing and po- 
tentially serious abuse through the use 
of muitipie trusts. 

A number of different possible ways 
of dealing with the multiple trust prob- 
lem been suggested. who 
oppose any legislation suggest that there 
is no proof that the problem is sufh- 
ciently widespread to justify complex 
legislation and that the Service should 
attempt to control the problem through 
regulations and litigation. Others have 
suggested that a broad statutory provi- 


have Those 


sion might be enacted which would 
simply give the Secretary of the Treas- 
ury or his delegate the power to tax 
multiple trusts as one trust, where neces- 
sary to prevent tax avoidance. Another 
approach, and basically the one recom- 
mended by the Advisory Group on Sub- 
chapter J, would provide detailed statu- 
tory rules for consolidating the income 
of all trusts created by the same grantor 
for substantially the same primary bene- 
ficiaries, without regard to the presence 
or absence of tax avoidance motives. 
Still another approach, and the one 
adopted in HR 9662 to deal with the 
problem, would tax the beneficiary re- 
ceiving distributions multiple 
trusts at the time the distributions are 
received. The Treasury Department pre- 
fers an approach to the multiple trust 
problem along the lines of section 113 
of the ap- 
proach suggested by the Advisory Group 
primarily because of the greater com- 
plexities involved in administration 
under the latter approach. 


from 


bill over the consolidation 


The approach taken in section 113 of 
the bill would tax the beneficiaries of 
multiple the accumulated 
income of such trusts as and when dis- 
tributed to the beneficiaries. 
would apply, 


trusts upon 


This rule 
to the ex- 
tent that income has been accumulated 
by a multiple trust in the preceding 10 
years. 


however, only 


Moreover, where a grantor creates 
a series of trusts to distribute the 
the bene- 
the first trust making distribu- 
tions would not be subject to the mul- 
tiple trust rules, but distributions from 
the second and succeeding trusts would 
be treated as multiple trust distribu- 
tions. 


ac- 


cumulated income to same 


ficiary, 


attacks the mul- 
tiple trust problem by eliminating the 
exceptions under the present five-year 
throwback rule and by extending the 
throwback period from 5 to 10 years. 
This 10 year throwback rule for 
multiple trusts would operate in sub- 
stantially the the 
present five year throwback rule except 
that the character rules would be elim- 
inated and the additional taxes 
from the beneficiaries would be 
puted without the limitation on tax con- 
tained in Section 668(a) of the Code. 
“The principal advantages of this 
approach,” Mr. said, “are 
First, the additional tax is im- 
posed on the beneficiary and only when 
it is an established fact that the trust 
is a multiple trust. Thus, 


In essence the bill 


new 


Same manner as 


due 


com- 


Glasmann 
twofold: 


as compared 
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to the consolidation approach, it offers 
more certainty as to the trusts to which 
it applies and there is no need to de- 
velop complex rules for consolidation 
of trust income or to fix responsibility 
for, making the consolidation. Second, 
by tightening and expanding the throw- 
back rule many of the tax advantages 
which now contribute to the establish- 
ment of multiple trusts would be re- 
moved. 


Throwback approach criticized 


“The approach taken under section 
113 of the bill has been criticized on a 
number of grounds. First, it is argued 
that the throwback approach, by wait- 
ing to impose the additional tax upon 
distributions by multiple trusts, does 
not reach the savings that occur during 
the period income is accumulating in 
the trusts at relatively low tax rates. 
Second, it is claimed that the approach 
creates an discrimination 
between beneficiaries of single and mul- 


unwarranted 


tiple trusts. For example, it is pointed 
out that multiple trust status, because 
of the elimination of the character rules, 
the 


on amounts 


of beneficiaries 
represent accumu- 
lated tax exempt income. It is also as- 
serted that it is inequitable to make 
multiple trust status depend upon co- 
existence of two trusts rather than co- 
accumulation of income by the trusts. 


results in taxation 


which 


lo cure these problems it has been sug- 
gested that the bill might be revised to 
provide that trusts would be treated as 
multiple trusts only if they accumulate 
income for the same period so that 
there is some income splitting. It has 
also been proposed that tax exempt in- 
come of a multiple trust should retain 
its character when distributed to a 
beneficiary. We believe,” Mr. Glasmann 
said, “that these suggestions have con- 
siderable merit and that these and other 
possible section 113 
should be given careful study.” 


modifications of 


idvisory Group proposal 

It is claimed that many of the objec- 
tions to the throwback approach of sec- 
tion 113 would be satisfactorily met by 
consolidation of the income of multiple 
trusts as earned. In other words, multi- 
ple trusts accumulating income for the 
same beneficiary would, in effect, be 
taxed as one trust. 


This in substance 


is the Advisory Group proposal, al- 
though the Advisory Group would have 
permitted certain exceptions to its gen- 
eral rule. While the consolidation ap- 


proach has considerable merit, the 
major objections to the Advisory Group 
proposal, as the Treasury sees them, are 
as follows: 

(1) Under the proposal the existence 
of multiple trusts depends upon whether 
the primary beneficiaries of two or more 
trusts are substantially the same. Since 
these terms are vague, it will be difficult 
for both taxpayers and the Revenue 
Service to determine the scope of the 
statute. 

(2) It does not require consolidation 
of trust income where the grantor has 
created three or less trusts and no two 
were created within 60 months. Further- 
more, testamentary trusts would be 
separately from inter vivos 
trusts. This three-trust exemption would 
be, in effect, acquiescence in a three-way 
income splitting and would blueprint a 
way for tax minimization. 

(3) The proposal does not spell out 
the method of computing the tax in 
connection with the consolidation of in- 
come of multiple trusts, the method of 
allocating the tax among the trusts, or 
fix the responsibility as to which trustee 
shall bring the several trusts together. 
It has been suggested that matters as 
basic as computation of tax, allocation 


treated 


of liability for tax and fixing responsi- 
bility trust income 
should not be left to regulations with- 
out some statutory guidance. 

(4) It does not have any impact upon 
the foreign source income of a trust 


for consolidating 


established in a foreign jurisdiction, 
even though the grantor and primary 
beneficiary are American residents, and 
the grantor has already established sev- 
eral domestic accumulate in- 
come for that same beneficiary. 

If the feel that 
the throwback approach taken in sec- 
tion 113 of the bill does not provide a 
satisfactory solution to the muliple trust 
problem, the Treasury Department, Mr. 
Glasmann said, “would recommend that 
the 


trusts to 


Committee should 


Committee give favorable con- 
sideration to the consolidation approach 
of the Advisory Group but with appro- 
priate modifications to insure that all 
multiple trusts are effectively covered. 
If neither approach can be satisfactorily 
worked out in time for legislative action 
this year, consideration might be given 
by the Committee to the adoption of 
an interim or stop-gap measure for de- 
terring at least the more flagrant abuses 
in the multiple trust area.” 

The very important changes in the 


taxation of trusts and estates that would 
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be made by HR 9662 were explained in 
these columns in April (12 JTAX 234) 
by a member of the Advisory Group on 
Subchapter J. Mrs. James P. Johnson 
there pointed out the provisions of the 
bil) that differed from the proposals of 
the Advisory Group. And, as we re- 
ported in May (12 JTAX 288) the 
American Bar Association has asked that 
no action be taken on the sections that 
do differ from the Advisory Group pro- 
posals until further study can be given 
to them. 

A good many of the practitioners ap- 
pearing at the Senate Finance Commit- 
tee hearings on HR 9662 took this posi- 
tion. However, Austin Fleming, speaking 
for the Chicago Bar Association, said 
that, except for the multiple trusts pro- 
visions, the bill would greatly improve 
the administration and practical appli- 
cation of the Code. 


Legal life estates 


One of the provisions on which the 
ABA had asked for delay was that in- 
tended to prevent income from escaping 
taxation through a loophole which, it 
appeared, had been opened by the de- 
cision of the Court of Appeals for the 
9th Circuit in Cooke (228 F.2d 667, 
1955). In that case the court held that 
the owner of a legal life estate in cer- 
tain stocks, where there was no liability 
for waste, was not subject to tax, either 
individually or as a fiduciary for the re- 
mainderman, upon gain realized on dis- 
position of the securities. 

In an opinion handed down April 8 
in de Bonchamps, the Court of Appeals 
for the 9th Circuit expressly overruled 
its position in the Cooke case by hold- 
ing that property held subject to a 
legal life estate should be treated as 
property held in trust and that the life 
tenant is liable as fiduciary for payment 
of tax on capital gains of the trust. 
This decision follows recent decisions of 
the Court of Claims and the District 
Court for the Southern District of Cali- 
fornia, which also held the life tenant 
responsible for the capital gains tax as 
a fiduciary. 

The Treasury is of the opinion, Mr. 
Glasmann told the Senate Finance Com- 
mittee that these decisions appear to 
remove the need for the corrective legis- 
lation 101 
bill, at least for the present time. 


contained in section of the 


Tier system 


Present law provides a two tier system 


for determining which of the _ bene- 
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ficiaries receiving distributions from an 
estate or trust are deemed to have re- 
ceived its distributable net income and 
are thus subject to tax upon the dis- 
tributions. 

Under this two tier system, benefici- 
aries receiving discretionary distributions 
of current income are placed in the 
same tier (the second) with beneficiaries 
who can receive only corpus. Thus, a 
entitled to only 
corpus under the terms of the trust in- 


beneficiary receive 
strument may be taxed on a portion of 
the amounts he receives even though 
the distributable net income was in fact 
only sufficient to satisfy the distributions 
to the income beneficiaries. 

To correct this and other inequities 
produced by the present tier system HR 
9662 would revise the classification of 
beneficiaries under the present two tiers 
and add a third tier, primarily for those 
receive 
bill 
establish the following order of prior- 


beneficiaries who can 


only. Section 107 of the 


corpus 
would 


ity for taxing distributable net income 
to the beneficiaries of a trust or estate: 

First 
mandatory or discretionary distributions 


tier — Beneficiaries receiving 
which can be paid only from current 
income. 

Second tier—Beneficiaries entitled to 
receive discretionary distributions which 
may be paid out of either current in- 
come or corpus (including accumulated 
income of prior years). 

Third entitled to 
receive distributions only out of corpus 


tier—Beneficiaries 


income. 
Che Treasury spokesman, Mr. Glas- 
told the 


or accumulated 


Com- 
mittee that enactment of the proposed 


mann, Senate Finance 
change in the tier system, while logically 
sound, will necessarily mean that some 
beneficiaries of existing trusts and estates 
will be taxed more and others less than 
would be the case under present law. 


Charitable beneficiaries 


[wo important provisions in the bill 
relate to the treatment to be accorded 
charitable beneficiaries of estates and 
trusts. The first would bring about a 
major simplification in the law by treat- 
ing charitable contributions as distribu- 
tion deductions rather than as deduc- 
tions from gross income, as is provided 
under present law. This change would 
eliminate the need for two separate sets 
of computations and numerous complex 
adjustments in preparing fiduciary re- 
turns where there are distributions to 
both charitable and 


be made to non- 


¢ June 1960 


charitable beneficiaries of such trusts. 

The second major change involving 
charities has to do with their place in 
the tier system for purposes of determin- 
ing when charitable contributions shall 
reduce distributable net income. The 
bill, in effect, places charitable bene- 
ficiaries in a fourth or last tier, so 
that charitable distributions cannot 
reduce the distributable net income 
allocable to, and hence taxable in the 
hands of, non-charitable beneficiaries, 
including beneficiaries in the third tier 
who can under the trust instrument re- 
ceive only corpus distributions. The 
stated purpose of this provision is to 
eliminate opportunities for tax avoid- 
ance through the mixing of charitable 
beneficiaries and individual beneficiaries 
in the same trust. 


Effects of tier system 

For example, under present law if a 
grantor sets up a trust with all of its 
income required to be paid to his son 
and an equal amount of corpus is re- 
quired to be paid University X, the 
son will be taxed on the full amount 
he receives. On the other hand, if the 
provisions of the trust instrument are 
reversed, with all of the income pay- 
able to University X and an equal 
corpus payable to the 
grantor’s son, the son would not be tax- 
able. Under the bill the grantor’s son 
in both situations would be taxable on 
the amount received from the trust, 
without regard to whether the amount 
he received was characterized as income 
or corpus under the trust instrument. 
This result would be accomplished by 
dropping the charity down to the bot- 
tom rung of the tier system ladder, so 
that the distributable net income of the 
trust will always be allocated first, to 
the extent thereof, to amounts paid to 
beneficiaries. While 
versial, the Treasury told the Senate 
Finance Committee that the proposed 
change in the tax treatment accorded 
distributions to charity is needed to pre- 
vent manipulation of charitable bene- 
ficiaries to the advantage of individual 


amount of 


taxable contro- 


beneficiaries through operation of the 
tier system. 


Separaie share rule 


Section 108 of the bill would extend 


the separate share rule to estates and 
would adopt a distributions in kind ap- 
proach in connection with certain dis- 
tributions by estates. These changes, al- 
though criticized by some as not being 


as broad as they might like, actually, 
the Treasury thinks, go a long ways 
toward correcting the major problems 
and hardships now encountered in the 
taxation of distributions by estates. 


Problem areas of existing law 


The problem areas under existing 
law which have resulted in widespread 
dissatisfaction with the handling of 
estate distributions can be illustrated by 
two examples. First, suppose a testator 
leaves half of his estate to his son and 
the other half to a marital deduction 
trust for his widow. If, during the pro- 
bate of the estate, the executor makes 
a partial distribution of corpus to the 
trustee in order to establish the widow’s 
trust, without making a similar distri- 
bution to the son, the trustee for the 
widow will have to pay a tax on a dis- 
proportionately large amount, if not all, 
of the income of the estate even though 
half of the estate’s income has been 
accumulated for the and must 
eventually be paid to him. The exten- 
sion of the separate share rule to estates, 
as proposed in section 108 of the bill, 
would limit the tax on the trustee, under 
the facts in the example, to the income 
attributable to separate 
one half interest or share in the estate. 
The second example involves the case 
where the executor distributes the fam- 
ily automobile from the residue of the 
estate to the widow. Since existing law 
generally treats as a tax-exempt distri- 
bution of corpus only those distribu- 
tions by the estate which are gifts or 
bequests or definite sums of money or 
specific would 
realize taxable income upon receipt of 


son 


the widow's 


property, the widow 
the family car. Under the distributions 
in kind approach adopted in the bill, 
real property or tangible personal prop- 
erty owned by the decedent at death 
could be distributed from the decedent’s 
residuary estate to his beneficiaries free 
of income tax if the executor designates 
the distribution as being in satisfaction 
of a bequest or devise. 


Advisory Group proposals 


It should be noted that the proposal 
in the bill differs materially from that 
recommended by the Advisory Group, 
which in substance was that Congress 
should re-enact, with minor changes, 
the rule of law which existed under the 
1939 Code. In effect, the Advisory Group 
proposal would permit the executor for 
a period limited to three years to deter- 
mine whether, and to what extent, a 
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distribution by the estate would be tax- 
able to the beneficiary. 


Corpus items of deduction 

Under present law expenses of an 
estate or trust which are charged against 
corpus are allowed, in effect, as deduc- 
tions to the income beneficiaries even 
though the economic burden of the 
falls on the remaindermen. 
This rule applies even where there is 
income allocable to corpus which is tax- 
able to the estate or trust against which 
these expenses could have been allowed 
This result has been 
severely criticized as improperly depriv- 
ing the remaindermen of the benefit of 
tax deductions to which they are right- 
fully entitled. 

To remedy this situation, section 103 
of the bill provides that corpus deduc- 
tions shall first be applied against in- 
come which is allocable to corpus and 
taxable to the trust or estate. Only the 
excess of corpus deductions which the 
trust cannot use to offset corpus income 
are permitted to benefit the income 
beneficiaries. The amendment will con- 


ex penses 


as deductions. 


tinue the policy of present law to avoid 
wastage of corpus deductions and, at the 
same time, will result in more equitable 
treatment of the remaindermen with 
respect to deductions chargeable against 
corpus. 

In this connection it should be noted 
that under the bill where an estate or 
trust uses the alternative method under 
section 1201 its tax on 
capital gains, the corpus deductions 
(which would have been allowed the 
trust 


to compute 


if the alternative tax were not 
applicable) are not allocated back to 
the income beneficiaries. 

It has been stated by the Advisory 
Group and others that this results in a 
wastage of deductions where the alter- 
native tax is used by the estate or 
trust. The Treasury does not think that 
there is any wastage of deductions in 
any realistic sense in this situation since 
the overall tax on the estate or trust is 
less than if the 
corpus deductions had been taken and 
the capital gains subjected to the regu- 
lar rate. Moreover, if the corpus de- 
ductions were permitted to go over to 
the income beneficiaries when the al- 
ternative tax applies, the executor or 
trustee might be subjected to pressure 
by the 


it would have been 


income beneficiaries to realize 
more Capital gains as the capital gains 
of the estate or trust neared the point 
where the alternative tax would apply. 
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New estate tax & gift tax decisions 


Interest on offsetting overpayment and 
deficiency is separately computed {Old 
Law|. The estate, taxpayer here, was en- 
titled to a refund of estate taxes but the 
decedent was liable for additional in- 
come tax. The estate asked to have the 
estate tax refund due offset against the 
larger income tax deficiency. This was 
done but the Commissioner computed 
interest separately: on the overpayment 
from date of overpayment to date of 
assessment on the income tax; on the 
income tax deficiency, to the date of 
signing the schedule offsetting the two. 
As it worked out here, there were about 
16 months between these two dates dur- 
ing which taxpayer received no interest 
on the refund due him but was charged 
interest on the deficiency. The court up- 
holds this computation as correct. 
[Under the 1954 Code, if an overpay- 
ment is, as here, credited against an 
antecedent underpayment, no _ interest 
runs on the overpayment at all and in- 
terest on the underpayment ends as of 
the date of the overpayment.—Ed.] 
Felixson, DC Calif., 1/21/60. 


No exclusion allowed for trusts . for 
minor; interests were future [Old Law). 
On December 30, 1954, taxpayer estab- 
lished separate trusts for his two minor 
children. Income was to be distributed 
to them at the discretion of the trustee, 
any unpaid balance to be given them at 
age 21. The Commissioner disallowed 
gift tax exclusions claimed by the settlor 
on the ground that the gifts were of 
future rather present interests. 
The district court agrees; the trustees 
had the authority to withhold distribu- 
tions of income and corpus until the 
beneficiaries attained 21 years of age 
and therefore the beneficiaries did not 
possess an immediate right to the use 
or enjoyment of the trust income or 


than 





corpus. [It was noted that the trusts 
were created two days prior to the 
effective date of the 1954 Code. Under 
Section 2503(c) an exclusion is now 
allowable for gifts in trusts of this type. 
—Ed.| Duffey, DC Minn., 2/17/60. 


Transfer was made before 1931; prop- 
erty not included in estate. Decedent 
created an irrevocable trust in 1930 pro- 
viding for income to his wife for life, 
then to himself for his life. He re- 
tained a power to make any change 
“with respect to the distributions of 
principal and income” but such power 
was only exercisable with the consent 
of his wife. In 1944 he relinquished his 
right to amend the trust. The Com- 
missioner claimed that the _ transfer 
should be treated as one made in 1944 
rather than in 1930 and included the 
value of the trust in decedent's gross 
estate. The Tax Court held, however, 
that the transfer in trust occurred in 
1930 rather than in 1944, when dece- 
dent released his power to amend the 
trust; the value of the trust property 
was not includible in decedent's gross 
estate because not until 1931 were such 
transfers includible in the transferor’s 
estate. Ridgway, 33 TC No. 111. 


Power to consume was general; prop- 
erty included in estate. Mrs. R and her 
husband, residents of Texas, had ex- 
ecuted a joint and mutual will. When 
her husband died, Mrs. R elected to 
take under the will and obtained a life 
estate (and a power to consume) in all 
of their community property in ex- 
change for her fee interest in one-half 
of the community property. After the 
death of Mrs. R, the Commissioner de- 
termined that her estate included all 
the property on the ground that she 
had acquired a taxable power of ap- 
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pointment over the entire community 
estate because the will provided that 
the property could be “used, occupied, 
enjoyed, conveyed and expended . . . as 
such shall desire. “He 
district court found that it was the in- 
tent of Mr. and Mrs. R as expressed in 
the joint and mutual will that the power 
to consume be exercisable only to the 
for the 


survivor 


extent necessary to maintain 
survivor the standard of health, support 
and maintenance to which she was ac- 
did 


have a general power of appointment. 


customed, and therefore she not 


Consequently, the property subject to 
this limited power was not includible in 
her estate. This court reverses. Hers was 
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a general power; there was no ascertain- 
able standard set to limit her right to 
consume. Rosenman Estate, (Kay Ex.), 
CA--9, 3/10/60. 


Credit for state death taxes paid two 
states is limited. When question of fact 
arises as to which of two states is the 
decedent’s domicile and a compromise 
among the executor and the taxing au- 
thorities of the two states is reached as 
to the total tax and as to the allocation 
between the states, then, the IRS rules, 
a credit will be allowed for the amount 
paid to each state, up to the maximum 
total credit permitted in the circum- 
stances. Rev. Rul. 60-88. 


New decisions: income taxation of trusts 





Trustee may not allocate depletion de- 
duction. In Rev. Rul. 56-105 the IRS 
had held that if a trust instrument gives 
a trustee sole discretion to allocate the 
depletion deduction among the trust 
and the beneficiaries, the trustee’s allo- 
cation controls for tax purposes even 
though he may allocate all the deduc- 
tion to the beneficiaries while retaining 
in the trust a substantial portion of the 
income from depletable assets. The IRS 
now revokes this ruling as inconsisten. 
Regulations, 
provide that the allowable deduction for 


with the current which 
depletion must be apportioned between 
the income beneficiaries and the trustee 
on the basis of the trust income from 
such property allocable to each unless 
the trustee is required or permitted to 
maintain a reserve for depletion. If so, 
the depletion allowance is first allocated 
to the trustee to the extent that income 
is set aside in such a reserve. The bal- 
ance is allocated among the trustee and 
the beneficiaries in accordance with the 
allocation of trust income among them. 
Rev. Rul. 60-47. 


Cannot deduct cost of unsuccessful liti- 
gation to recover nontaxable income. 
In 1954 legal expenses were paid by 
taxpayer, a trust life tenant, in an un- 
successful suit to acquire part of the 
1952, 


1953, and 1954 in a tax-free reorganiza- 


shares received by the trust in 


tion and allocated by the trustee to 
Tax Court found that if 
taxpayer had won her suit, the stock, 


corpus. The 


although non-taxable to the trust, would 


have been taxable income to her under 
the provisions of the 1939 Code. It there- 


fore held that the portion of the litiga- 
tion incurred for 1952 
1953 (years subject to the 1939 Code) 
is deductible. This court reverses on this 
point. The premise that the distribution 
would have been taxable is in con- 
flict with Davey (254 F.2d 538). It agrees 
with the Tax Court in denying tax- 
alternative claim that the 
for the 
Taxpayer's 


expenses and 


payers ex- 
conservation of 
interest in the 
trust was not at issue. Burgwin, CA-3, 


3/31/60. 


penses were 


property. 


Income withheld from trust not cur- 
rently distributable to beneficiary. Tax- 
payer’s wife had tranferred in trust for 
him a one-fourth interest in her share of 
an iron ore royalty interest. However, 
some amounts were withheld from the 
royalties to pay an indebtedness of the 
These ruled not to be in- 
come of the trust, and accordingly can- 
not be taxed to the beneficiary as “cur- 
rently distributable.” Beck estate, TCM 
1960-65. 


wife. are 


Payments under pre-nuptial agreement 
are taxable to the extent paid out of 
income of husband’s testamentary trust. 
Prior to their marriage taxpayer agreed 
to waive her right to inherit from him 
and to accept $5,000 a year from his 
estate until her death or remarriage. 
These payments were made to her out 
of testamentary trust set up by the hus- 
band’s will. Payments were also made to 
a son and total payments to taxpayer 
and her son were in excess of the trust 
income. Because the state court did not 
forbid the trustees to make payments to 


taxpayer out of income, the Tax Court 
held her taxable to the extent of the 
income of the trust. This court reverses 
and remands the case to the Tax Court. 
The trust income was not distributed in 
accordance with the husband’s will as 
construed by the State Court. The Tax 
Court must determine the division of 
the trust income between taxpayer and 
her son. Offutt, CA-4, 3/15/60. 


Life beneficiary of real property trust 
may not depreciate building constructed 
by lessee. Taxpayer was the life bene- 
ficiary of a testamentary trust the corpus 
of which included certain land which 
the decedent had rented to a tenant for 
a long term. The tenant constructed a 
valuable building on the land, the esti- 
mated life of which extended 
beyond the term of the lease. The Tax 
Court, after reviewing several decisions 
in this field, rules that taxpayer is not 
entitled to depreciation on the build- 
ing. Taxpayer's interest in the land and 
her right to the building at the end of 
the lease would not be diminished be- 
cause of the physical wasting of the 
building. The taxpayer argued alter- 
natively that, because the property was 
leased at a favorable rental at the time 
of the decedent’s death, its estate tax 
value (her basis) included an amortizable 
premium. The court holds that the 
lease interest must be considered merged 
with the fee interest and is not sep- 
dissenting 
judges analyze the prior cases on the 
question of amortizing the excess value 
of inherited property due to a favorable 
lease and conclude that the premium 
ought to be recoverable over the life 
of the lease. Schubert, 33 TC No. 118. 


useful 


arately amortizable. Two 


*Life tenant liable for capital gains. 
Taxpayer was bequeathed a life interest 
in her husband’s property with power 
to consume principal if she found it 
to be necessary for her support, comfort, 
health and service. The court holds that 
this provision imposed a fiduciary duty 
on taxpayer in making withdrawals from 
principal. Thus, she is liable as a trustee 
for capital gains on sales of principal 
assets. The court notes that in the 
Cooke case (228 F.2d 667) in which a 
life tenant was held not liable for capi- 
tal gains on such sales the powers of the 
life tenant were very broad. The narrow 
powers of the taxpayer here justify treat- 
ing her as a fiduciary. Riley Estate (Se- 
curity-First National Bank, Ex.), DC 
Calif., 2/29/60. 
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Supreme Court, in second Flora decision, 


reveals weakness in rule established 


by MARTIN M. LORE 


While there is no doubt that the Supreme Court has said that a taxpayer cannot 


sue for refund in a district court unless he has paid all the tax due, and the 


rule is now firm, the route through which this result is reached is disturbing to 


many practitioners. The 


claims and of determining when “ 


5 bbs SUPREME Court's recent affirm- 
ance of its earlier decision in the 
Flora case (Sup. Ct. 3/21/60), while dis- 
appointing to the tax bar in general, and 
little more intellectually satisfying than 
its previous opinion (357 U.S. 63, 78 
Sup. Ct. 1079 1958), has at least the 
of making the grounds of de- 
cision explicit. In holding that a tax- 
must pay 


virtue 
payer his deficiency in full 
being entitled to bring a suit 
for refund in the 


before 
court, the 
Chief Justice rested his opinion squarely 
on his own conception of the orderly 
administration of the 


district 


tax laws, as he 
had only hinted in the earlier judg- 
ment. 

When the Flora case was first decided 
by the Court, the Chief Justice rested 
his opinion on the interpretation of the 
claim-for-refund statute, 28 USCA 1346 
and stated that it had always 
been interpreted as requiring full pay- 
ment of the assessed deficiency as a pre- 
requisite to suit. He stated that “in no 
case prior to 1940 did a taxpayer at- 
tempt suit before full 


(a)(l), 


payment was 
When reargument was granted 
(360 U.S. 922), it was assumed that the 
purpose was to correct this palpably in- 
accurate statement. Further, it was hoped 
that if the 


made.” 


Court could be convinced 
that its error went beyond the factual 
statement as to suit, and included a 
failure properly to interpret Congress’ 
intent in granting jurisdiction to the 
district courts in refund cases, it might 
take a new look at the statute, and 
reach a contrary conclusion. What hap- 
pened, however, was that the Court did 


decision also leaves 


dangling the questions of counter- 


total” tax has been paid, as with excises. 


take its fresh look at the statute, 
it hazy, 


found 
and went off on its own hook 
to affirm its decision on the basis it 
probably had in mind right along. 

Flora paid $5,000 of a $40,000 income 
tax deficiency which had been deter- 
mined against him, and brought suit in 
Federal District Court in Wyoming for 
a refund of the payment, after having 
made proper claim for a refund. The 
district court held that he could not 
maintain the suit without full payment, 
but nonetheless went on to rule on the 
merits, and found for the government 
(Flora, 142 Supp. 602, D.Wyo. 1956). 
On appeal, the dismissal of the cause 
for failure to have made full payment 
was affirmed, the court of appeals re- 
fusing to consider the merits (246 F.2d 
929 CA-10, 1957). Certiorari was granted 
to decide the question, the government 
not opposing. 


Underlying statutes 


The question decided in the case 
turns upon the interpretation of two 
statutes, the first of which grants juris- 
diction to the district courts to hear 
refund suits by taxpayers (28 U.S.C. 
1346(a)(1), and the second of which im- 
poses the requirement of filing a claim 
for refund or credit as a condition to 
vue bringing of such suits (26 U.S.C 

422(a)). The jurisdictional statute 
isto jurisdiction for civil actions 
against the United States for the recov- 
ery of “any tax... penalty ... or any 
sum alleged to have been excessive or 
in any manner erroneously collected un- 


der the internal revenue laws.” The 
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limiting section of the tax code provides: 

“No suit or proceeding shall be main- 
tained in any court for the recovery of 
any internal revenue tax alleged to have 
been erroneously or illegally assessed or 
collected, or of any penalty claimed to 
have been collected without authority, 
or of any sum alleged to have been 
excessive or in any manner wrongfully 
collected, until a claim for refund or 
credit has been duly filed with the Secre- 
tary or his delegate . . .” 

The argument in Flora 
was that “any sum” meant any sum paid 
for which proper claim for refund had 
been made.! 

On its face, 


taxpayer's 


the taxpayer’s argument 
appears irrefutable. Statutes, by normal 
rules of construction, are to be inter- 
preted in a manner which will give them 
meaning, not deprive them of it, and it 
is hard to see what other meaning the 
words “any sum” have. The 
of the predecessor 
statutes shows that the words “any sum” 
and “penalty” were added successively 
in 1864 and 1866 to the original claim 
for refund statute, which covered only 
“any tax.” The government, in fact, 
admitted that on its face the statute 
supported taxpayer’s position, but ar- 
gued that the literal meaning of statu- 
tory rules must yield to legislative policy 
and purpose, which was to have the 
words “any internal revenue tax” and 
“any sum’ mean the same thing. This 
policy is evidenced, said the govern- 
ment, by the creation of the Tax Court 
as a forum for the litigation of tax 
questions prior to payment. 


could 


legislative history 


The first opinion 

In the first opinion, the Chief Justice 
agreed that the language appeared to 
favor the taxpayer. He then said that 
only the among the lower 
courts, and the rule of narrow construc- 
tion of statutes waiving sovereign im- 
munity “. . . suggest the presence of an 
ambiguity in what might otherwise be 
termed a clear authorization to sue for 
the refund of ‘any sum’.” From the pat- 
tern of interpretation which he found, 
the Chief Justice was willing to interpret 
the statute the government’s way. 


division 


The second opinion 


the Court ex- 
haustively reviews the language and his- 
tory of the statute before concluding 
that they are both ambiguous. In quot- 
ing 1346(a(1), the Chief Justice italicizes 
the phrases, “any internal-revenue tax,” 


In the new opinion, 





The Journal of Taxation 


“any penalty” and “any sum.” The dis- 
sent takes partly the same approach, but 
concludes that the statute is to be read 
“conjunctively,” with each phrase being 
given a separate and distinct meaning. 
The Court, however, felt that the statute 
lent itself more readily to a “disjunc- 
tive” reading, which is suggested by the 
Under this interpreta- 


connective “or.” 
tion, the phrase at issue “any sum,” 
instead of being related to “any tax” or 
“any penalty,” may refer to amounts 
which are neither taxes nor penalties, 
interest. It said that this construc- 
tion, under which each phrase “‘is as- 


* Oo 
ec. 


signed” a different meaning, “imputes 
to Congress a surer grammatical touch 
than does the alternative interpretation, 
under which the ‘any sum’ phrase com- 
pletely assimilates the other two.” 

Mr. Whittaker, 
finds ambiguous 


Justice dissenting, 


nothing about the 
statute. He quotes it with an inference 
very different from that of the Court’s 
opinion: 

“The district courts shall have origina] 
jurisdiction ... of . .. Any civil action 
against the United States for the recov- 
ery of ...any sum alleged to have been 
excessive or in any manner wrongfully 
collected the 


(Emphasis supplied by 


internal revenue 


Whit- 


unde? 
laws.” 
taker). 

It should be readily observable that 
attaching the final phrase of the section 
that 


strength and dignity it lacks under the 


to “any sum” gives phrase a 
Chief Justice’s reading. After quoting 
Whittaker 


expressive of the 


the statute, states: “English 


words more clearly 


grant of jurisdiction . . . over such cases 
Congress do not 


to me.’ 


than those used by 


readily occur 


No congressional intent found 


Passing from the statute itself to its 


It should be noted at this point that although 
Flora involved a suit against the United States in 
the district court, 7422(a) refers to suits or pro- 
ceedings “‘in any court’; thus, it applies also to 
suits against the district director in the district 
court, or suits against the United States in the 
Tax Court cases are, of course, 


other 


court of claims. 


covered by specific provisions in sections 
of the Cede. 
2In the body of the 


Justice quotes a couple of phrases which are in- 


Court’s opinion, the Chief 
tended to show the dissenters the error of their 
One of these is simply “any sum paid under 
the internal revenue laws” and it is difficult to see 
what the addition of the word “paid’”’ adds to the 
in the context, since a suit for a re- 


ways. 


“ ” 
word “sum 


fund can only be brought for an amount that has 


been paid in the first place. 

’ Cheatham, 92 U.S. 85 (1875) was the first case 
interpreting the claim-for-refund statute. In the 
first opinion, the Court relied on its statement re- 
quiring “payment” as expressive of a require- 
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history, the Chief Justice found the 
history “barren of any clue to congres- 
sional intent.” He states that, “Thus 
there is presented a vexing situation— 
statutory language which is inconclusive 
and legislative history which is irrele- 
vant.” Although clinging to his earlier 
view that the language of Cheatham and 
related cases should be read as requir- 
ing full payment,’ he opposes to it 
statutory history cited in the dissent 
dealing with pre-Civil War suits against 
the collectors, and the absence of any 
evidence of any intent to change that 
policy. 

Before stating this impasse, the Chief 
Justice remarks: “If this were all the 
material relevant to a construction of 
1346(a)(1), determination of the issue at 
bar would be inordinately difficult.” Af- 
ter posing the dilemma, “there are, how- 
ever, additional factors which are dis- 


positive.” 


Basis for new rule 


It is these additional factors which 
the Chief Justice finds more congenial 
to decision: “We are not here concerned 
with a single sentence in an isolated 
statute, but rather with a jurisdictional 
provision which is a keystone in a care- 
fully constructed and quite complicated 
structure of tax laws.’’4 

In delving into the methods available 
to taxpayers to the 
sioner’s determinations, the Court con- 
siders the establishment of the Board of 


contest Commis- 


Tax Appeals and the Declaratory Judg- 
ment Act. The Board of Tax Appeals 
to give 
before 
and to relieve the hardship imposed 


was established taxpayers a 


forum for decision payment, 


on taxpayers required to pay illegal 


taxes before litigating them. It is the 
Court’s position that since the BTA 
(and now the Tax Court) serves in a 


ment of “full payment” although the case was one 
of no payment, and the partial payment problem 
was never adverted to. 

* Apology is made for repeated quotation of the 
opinion, but the language used is curiously revela- 
tory of the processes of decision. The Court is in- 
deed in a bit of a quandary. In its earlier opinion 
it overrode what it said appeared to be 
authorization to sue for the refund of ‘any sum’,” 
with eight Justices so persuaded, by what 
seen as an unbroken string of a contrary inter- 
pretation. Now that the unbroken string has been 


“a clear 


was 


shown not to exist, the Court, somewhat reduced 
in number, backtracks, sidesteps, and plunges for- 
ward once again on the ground of policy, by find- 
ing the language of the statute wholly inconclu- 
sive. It hardly seems unfair to discern from this 
a preference for the cosmic as a basis for decis- 
ion, and, as will appear, a preference for some 
type of undefined “order” in matters of adminis- 
tration which appear to be far removed from any 
relevance to this case. 





situation where the taxpayer has not 
made the payment of the deficiency, 
there is no need in the structure of our 
laws for suits such as Flora’s. Again the 
Chief Justice assumes that when Con- 
gress (and individual Congressmen) said 
“payment” at the time the BTA was 
originally set up, they meant “full pay- 
ment,” although, as the dissent points 
out, there is no evidence that the prob- 
blem of the partial deficiency payment 
was adverted to by anybody at the time. 
The purpose of the establishment of the 
BTA was to prevent distraint and per- 
mit suit without first paying the tax. 
This having been established, the re- 
sult is crystal clear in Chief Justice 
Warren’s mind: “The result is a system 
in which there is one forum for pre- 
payment litigation and another for post- 
payment litigation, with no room con- 
templated for a hybrid of the type pro- 
posed by petitioner.” This result is 
fortified by the prohibitions against de- 
claratory judgments in tax cases (as pro- 
vided in the Declaratory Judgment Act) 
and the new provisions of Section 7422 
(subsection (e)) which make it impossible 
for a taxpayer to split his cause of action 
between the Tax Court and a District 
Court. 


Collection efforts not stopped 

What the Chief Justice is skipping in 
fact that, 
despite the prohibitions against prepay- 
ment determinations of liability outside 
the Tax Court, the in the 
situation in which Flora found himself 
does nothing to impede collection of the 
unpaid portion of his deficiency by 
bringing a suit in the district court for 


the above analysis is the 


taxpayer 


refund of what he has already paid. 
The suit in no way prevents the Com- 
missioner from asserting against him, 
and assessing, the balance of the de- 
ficiency. It should be clear that in all 
likelihood the only persons who will find 
themselves in Flora’s predicament are 
those the funds to 
counsel 


without im- 
As 
argued on the first argument of the 
case, can be certain that had the 
taxpayer had the funds to make full 
payment, the Commissioner would have 
assessed the balance against him, with- 
out delay. The government in its argu- 
ment (and Judge Murdock of the Tax 
Court recently said this) raises the spec- 
tre of taxpayers able to pay only $1.00, 
and then bringing suit for a refund for 
that dollar, controlling the rest of the 
deficiency by collateral estoppel. Such 


pay 


mediately. for taxpayer 


we 
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a fear ignores the realities of the situa- 
tion. Since the taxpayer can in no way 
impede the collection of the balance 
of his deficiency, we can expect the 
Commissioner to continue to make the 
maximum initial exaction possible. If 
no further blood is available from the 
particular turnip involved, it imposes 
no great strain on our system to permit 
the suit then to be brought in the dis- 
trict court. So long as such forums exist 
for litigation of tax controversies, and 
the subject of suits therein does not ex- 
ceed the amount paid, no violence is 
being done to the “carefully constructed 
structure” of our laws. 


Comparison of opinions 


The Court attempts to buttress its 
conclusions by picking up the pieces 
of its earlier mistake and salvaging what 
comfort it can therefrom. As the Chief 
Justice points out, the petition for re- 
hearing (and much of the adverse com- 
ment) of the first decision was predi- 
cated upon the statement that in no 
case before 1940 did a taxpayer even 
attempt to bring suit for the refund of 
a partial payment. Despite the cases that 
were cited to the Court, it says that 
but strengthened its 
there was a constant ad- 
ministrative practice of insisting on full 
payment as a prerequisite to suit. With- 
out detailing the Court’s discussion of 
this point, it 


reargument has 


views that 


boils down to an_ in- 
sistence that there may have been some 
such cases, but there weren’t too many. 
Since the original decision rested on the 
point that there were none, again we 
see the Court stepping backward and 
then forward to the 
mn a Slightly different tack. Since the 
situation of a taxpayer unable to afford 
to pay his full deficiency probably does 
not occur in the ordinary run of cases 


same conclusion 


with great frequency, and considering 
the gyrations through which the Court 
ad to go to even reach the point of 
saying 

it appears that the dissent, which 
sees these cases as negativing the Court’s 


“not too many” (see footnote 


interpretation of “any sum” has much 


he better of the argument. And the 
| Chief Justice assures us that the ques- 
ion is not essential to the Court’s con- 
lusion in the case, since the administra- 
ive conclusions discussed above are con- 


trolling. 


Vany cases pending 


The period between the de- 
isions in Flora has seen it invoked in 


two 








a large number of cases. It is clear 
that these cases were largely ignored on 
rehearing, but they do serve to demon- 
strate that the problem is not nearly as 
simple as the Court’s conclusion would 
indicate. 

A number of cases already pending 
in the district courts were promptly 
dismissed on the authority of Flora: 
Conway, 168 F. Supp. 656 D. Minn, 
1958; Anderson v. Myers, 170 F. Supp. 
417 ND N.Y., 1958; Steele, 172 F. Supp. 
973 WD Ark., 1959; Holt,—F. Supp.—D 
Ky. 1958; Baker,—F. Supp.—D Fla. 1958; 
King v. Williams,-F. Supp.—D Ohio 
1958. 

However, the first time a court was 
faced with the problem of partial pay- 
ments of excise taxes, it refused to find 
Flora controlling. In Jones v. Fox, 162 
F. Supp. 449 D Md. 1958, the court 
had decided the case before the first 
Flora decision was promulgated, but 
wrote an addendum to its opinion to 
consider it. Previously it had concluded 
that partial payment entitled the tax- 
payer to bring suit, and it refused to 
change its opinion. The court rejected 
the argument that Flora controlled it, 
and held that the cabaret tax there in 
issue was a divisible one, and that while 
payment of a “deficiency” constituted a 
prerequisite to suit, the requirement 
was satisfied by the payment in full of 
any “independent taxable item.” This 
“item” the court found to be a single 
day’s receipts, and payment of an 
amount which covered any one day’s 
receipts, and filing a claim therefor, 
was held to be sufficient to give the tax- 
payer the right to sue. The court went 
on to say that the unit could be the 
tax on a single patron or admission, on 
the theory that the cabaret tax is 
analogous to the tax on admission to a 
public event. 


Difficult questions with excise taxes 


Ostensibly, the court was relying on 
Friebele, 20 F. Supp. 492 ND N_.Y., 
1937, a leading excise tax case holding 
such taxes divisible, to reach its con- 
clusion, but it seems most likely that 
what was most persuasive to the court 
(outside of the fact that it didn’t agree 
with Flora anyway) was the fact that 
the Tax Court has no jurisdiction over 
excise tax matters, and the option men- 
tioned by the Chief Justice in Flora 
was not available to the taxpayer here. 
Jones v. Fox was followed in the recent 
decision in Christie—F. Supp.—(D Ore., 
1959), which also involved partial pay- 
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He is editor of this department of The 
Journal of Taxation, and speaks and 
writes frequently on taxation.]| 





ment of a cabaret tax deficiency. 

Although the first Flora decision did 
not require this result, the rationale of 
the court’s conclusion this time led it to 
admit that these cases are correct. This 
must of course follow from the basis 
of its decision, since the Tax Court is 
not available for the determination of 
excise controversies. In the course of 
its long footnote devoted to minimizing 
the importance of the cases cited by tax- 
payer in which full payment was not 
made before suit, the court states: 

“A number of the cited cases in- 
volved excise taxes. The government 
suggests—and we agree—that excise tax 
deficiencies may be divisible into a tax 
on each transaction or event, and there- 
fore present an entirely different prob- 
lem with respect to the full-payment 
rule.” 

Presumably this sets the problem at 
rest, excise situations fraction- 
ization will be allowed, although it is 
not clear how far down the taxpayer 
may split the tax. 

Another 


and in 


excise refused to 
follow Flora on other grounds. O’Neill 
(172 F. Supp. 904 ED N.Y., 1959) in- 
volved a suit by taxpayer to cancel a 
jeopardy assessment, which was based 
in part on excess taxes from wagering. 


tax case 


The court, answering the government’s 
contention that Flora controlled (coun- 
sel stated on oral argument that the 
United States relied solely on Flora for 
dismissal) pointed out that Flora dealt 
with income and not excise taxes, and 
that the Supreme Court had not ad- 
verted to the problem which arouse when 
the suit was for abatement of a jeopardy 
The court admitted the 
persuasive effect of Flora, but refused 
to find it dispositive on the facts be- 
fore it. 
An 
penalties” for 


assessment. 


attempt to fractionate “100% 
to remit taxes 
on wages failed in Steele, 172 F. Supp. 
793 WD Ark., 1959). Taxpayer cited 
Jones v. Fox, supra, and argued that 
the wages on a single employee consti- 
tuted an appropriate taxable unit, pay- 
ment of which deficiency “in full” 
would be sufficient. The court said that 
the assessment in question was not of a 
tax, but of a penalty, which is described 
in the statute as “. . . a penalty equal 


failure 








or 


to the total amount of tax ... not paid 
over.” This meant, said the court, that 
the penalty was a single amount, al- 
though computed by totaling the taxes 
withheld from several employees, and 
refused to hear the case. 


Counter-claims muddy the water 


A further element not present on the 
appeal in Flora gave rise to what may 
turn out to be an important exception 
to the case. In Freeman, (265 F.2d 66, 
CA-9, 1959) taxpayer brought suit for 
$22.10, in taxes withheld on his pension 
from United States Navy. The 
Commissioner determined a deficiency 
against him of $279, the balance of the 
tax for the year, and counter-claimed 


the 


for that amount, while moving to dis- 
miss the taxpayer’s claim. The court 
held that in view of the counter-claim, 
the suit no longer involved only the 
taxpayer's right to a refund. In answer 
to the government’s urging of Flora as 
controlling, it said, 

“But if we proceed with the counter- 
claim and the government prevails, this 
will also be dispositive of Freeman’s re- 
fund claim. whether or not his com- 
plaint is dismissed. On the other hand, 
if we proceed with the counterclaim 
and Freeman prevails, prior dismissal 
of his complaint results in this ab- 
surdity: He would have to pay the bal- 
ance of a tax which we have said he 
does not owe before he could enforce a 
refund of the amount erroneously with- 
held. 265 F.2d 66, 69.” 

The court went on to conclude that 
regardless of whether or not Flora 
would require dismissal if the complaint 
the presence of a 
the 


stood along, 


counter-claim involving precisely 
same issues, which the government de- 
sires to press, makes application of that 
rule inappropriate here” (265 F.2d 66, 
69). (Parenthetically, Flora originally in- 
volved a government counterclaim in 
the district court, but the government 
withdrew it when the complaint was 
dismissed.) In Conway (168 F. Supp. 656 
D Minn., 1958) the court found against 
plaintiff both on the merits and under 
the Flora rule, despite the presence of 
a government counter-claim, and with 
apparent unawareness of the problem. 
In Anderson v. Myers, supra, the Flora 
rule was held controlling as to plain- 
tiffs claim, but the government, inter- 
venor in the suit which was brought 
against the District Director, was held 
to be entitled to its independent judg- 
ment for the balance of the deficiency. 
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Adequate independent grounds were 
found to support the IRS claim. 


Much litigation seen 


Thus, it can be seen that the question 
decided in Flora will be occupying the 
courts in its various aspects for some 
time. Presumably, the excise tax ques- 
tion is settled, except for a question of 
degree, but sooner or later the prob- 
lem of whether or not the government 
can control jurisdiction by the presence 
or absence of a couiter-claim will have 
to be faced. 

The first Flora opinion was decided 
by an eight-to-one vote, with only Mr. 
Justice Whittaker in disagreement. This 
the vote was five to four, with 
Frankfurter, Harlan and Stewart joining 
the minority. Mr. Justice Frankfurter 
added a short dissent of his own, and 
was a bit piqued, it seems. He states, 
with remarkable frankness, that it has 
long been his custom to abdicate the 
decision in tax cases to those who know 


time 


more about them than he does, and that 
he has long accepted others’ research in 


this area. This accounted for his agree- 
ment with the earlier decision, and when 
he was advised of the unbroken con- 
struction of the statute which the Chief 
Justice cited, he went along. But once 
the basis which had governed for him 
the first time was removed, “. . . I was 
thrown back to an independent inquiry 
of the course of tax legislation and liti- 
gation for more than a hundred years, 
for all of that was relevant to a true 
understanding of the problem _pre- 
sented by this case. This involved many 
weeks of study during what is called 
the summer vacation.” And having aban- 
doned the lure of beach or mountain 
for the call of duty, he concluded that 
Whittaker was right all along. 

In conclusion, it might be suggested 
that since the taxpayer here appears to 
be making such substantial progress 
(one vote the first time, four, the sec- 
ond), perhaps he ought to try again. 
The Court’s opinion could still use a 


little work. It would seem, however, 
that a solution is more likely to come 
via the legislative route. * 





Tax Court must determine if deficiency 
notice was proper. The deficiency notice 
sent to taxpayer was returned to IRS 


marked ‘‘not known at this address.’ A 
month later it was personally served 
upon an officer who filed a Tax Court 
petition 90 days after service upon him 
but not within 90 days of the original 
mailing. The Tax Court dismissed the 
petition as not being timely filed. This 
court remands. Whether the deficiency 
the 
address of taxpayer requires a factual 
the Tax Court on 
which evidence must be taken. Rose- 
wood Hotel, Inc., CA-9, 3/4/60. 


notice was mailed to last known 


determination by 


*Reimbursed expenses, not reported as 
income, do not extend the statute of 
limitations. Taxpayer, a corporate ex- 
ecutive, received from his employer re- 
imbursement for amounts he expended 
on behalf of the employer for travel, en- 
tertainment and sales promotion ac- 
tivities. He did not report the reim- 
bursement as gross income, nor did he 
claim as a deduction any of the expenses 
pertaining to the reimbursement. In de- 
termining whether taxpayer had omitted 
excess of 25% of the 


amount of gross income reported, for 


an amount in 


purposes of extending the statute of 


limitations on assessments. the Tax 
Court held that the reimbursed 
penses, to the extent that they are a 


“washout,” do not constitute an omis- 


ex- 


sion from gross income. The excess of 
the reimbursement over the actual ex- 
penses incurred is income omitted, but 
since this was conceded to be less than 
25%, is held not 
applicable. This court affirms. 
Only gross income required to be re- 


the extended statute 
to be 


ported may be considered in determin- 
ing if there was a 25% omission. The 
official instructions in 
1951 and 1952 did not require reporting 


Commissioner's 


of reimbursements which had been off- 
set by actual expenses. Johnson, CA-7, 
3/23/60. 


Claims in receivership determined. This 
was an action in a state court having 
jurisdiction over a receivership in which 
the government claimed for a deficiency 
in income taxes as a claim against the 
receiver. The court disallows the claim 
to the extent it was based on disallow- 
ance of unreasonable compensation, 
finding the salaries reasonable. It allows 
EPT deficiencies, however, since no re- 
turn filed which could toll the 
statute of limitations. Henk, Minn. Sup. 
Ct., 2/5/60. 
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Wife’s money can’t be seized to satisfy 
tax assessment against husband. Federal 
narcotics agents found a woman’s purse 
containing $1500 in taxpayer’s apart- 
ment. They claimed the money be- 
longed to taxpayer’s husband who was 
under investigation. Plaintiff main- 
tained the money was hers, but it was 
turned over to the Treasury Department 
to be applied to a tax assessment against 
her husband. The court directs that the 
money be given to taxpayer. During the 
21% years before the seizure, taxpayer 
proved receipt of $3500 from earnings 
and insurance proceeds. To meet her 
expenditures in this period and have 
the $1500 remaining, taxpayer would 
have had to receive about $65.00 month- 
ly from other sources. She testified this 
from her husband. He had the 
primary obligation to pay the household 
expenses. The fact that taxpayer used 
some of her own funds for this purpose 
would not make the balance her hus- 
band’s property. New York law provides 
that a married woman’s property shall 
not be liable for her husband’s debts. 
Gernie, DCN. Y., 2/17/60. 


came 


Interest on interest starts with jeopardy 
assessment [Old Law]. This suit was 
brought by the government to collect a 
deficiency determined by the Tax Court. 
\ jeopardy assessment had been entered 
This 
court holds that interest is to be com- 
puted on the deficiency plus interest 
which had accrued to the date of the 
jeopardy assessment from the date of 
the assessment rather than from the date 
of the Tax Court decision. [Under the 
1954 Code, there is no interest on in- 
terest.—Ed.] Miyamoto, DC Hawaii, 3/ 
11/60. 


before the Tax Court decision. 


Jeopardy assessments require personal 
approval of District Director. To insure 
that jeopardy assessments are made spar- 
ingly and reasonably, recommendations 
for such assessments, other than of al- 
cohol and tobacco taxes, must be per- 
sonally approved by the District Direc- 
tor. All jeopardy assessment cases are 
post reviewed in the Regional offices, 
and selected samples are then post re- 
viewed by the National Office. Rev. 
Rul. 60-4. 


Amendment to refund claim asserted 
new ground; it was new and untimely. 
When the IRS asserted that taxpayer 
was a personal holding company, tax- 
matter into the 


payer brought the 


courts but at the same time filed a pro- 
tective claim for refund of excess profits 
tax (to which a PHC is not subject) 
should it lose. The Tax Court ultimate- 
ly held that taxpayer was not a PHC. 
Thereafter taxpayer sought to claim cer- 
tain excess profits tax relief but, since 
the time for filing an original claim had 
expired, it asked for relief by filing an 
amendment to the protective claim filed 
during the PHC controversy. This court 
holds that this was no mere amendment; 
it asserted an entirely new ground and 
must be treated as a new claim. This 
being so, it was obviously untimely and 
therefore invalid. Sicanoff Vegetable Oil 
Corporation, Ct. Cis., 3/2/60. 


Request for extension of time to file 
Tax Court petition is not itself a peti- 
tion. On the last day of the 90-day 
period for filing a petition with the Tax 
Court, taxpayer’s attorney filed a docu- 
ment requesting a 30-day extension to 
file a petition. This was prompted by 
the fact that the attorney’s assistant, the 
only one familiar with the facts of the 
case, was hospitalized. The court con- 
cludes that it has no jurisdiction since 
the extension request was not a petition 
and no petition was filed within 90 days 
of the deficiency notice. While noting 
the harshness of the rule, the court 
points out that it has no authority to 
extend the period fixed by the Code. 
Joannou, 33 TC No. 98. 


Widow receiving husband’s retirement 
fund not liable for his income taxes 
[Acq.]. An engineer employed by New 
York City had appointed his wife a 
beneficiary of his interest in the N.Y.C. 
Employees Retirement Fund. Upon his 
death, his widow received a $10,000 pay- 
ment from this fund. The Tax Court 
held that the widow was not liable as 
transferee for her husband's unpaid in- 
come taxes. The court cited Stern (357 
U.S. 39) which holds that local law 
governs the question of transferee liabil- 
ity. Since New York law exempts these 
payments from the claims of general 
creditors, they were not available to the 
U. S. The fact that N. Y. law sometimes 
allows a wife to these funds is 
immaterial since she is not considered 
a creditor for these purposes. Lewis, 33 
TC No. 25, acq., IRB 1960-10. 


reach 


Section 722 claim does not open other 
EPT issues. In 1944, taxpayer filed an 
application under the 1939 Code Sec- 
tion 722 based upon a change in his 


575 
base period net income. In February 
1954, the Commissioner allowed the 
claim in part. Three months thereafter, 
taxpayer filed a petition with the Tax 
Court for the redetermination of its in- 
come tax and EPT for 1942 based upon 
an increase in its invested capital. Tax- 
payer argues that the 1944 Section 722 
claim held open the entire question of 
its 1942 EPT. The Tax Court agrees 
with the Commissioner and rules that 
the 1944 claim tolled the statute only 
as tO overpayments resulting from the 
specific grounds set forth in the original 
Section 722 claim, not as to new mat- 
ter. The court refuses to follow H. Fend- 
rich, Inc. (242 F. 2d 803) where the 7th 
Circuit, reversing the Tax Court, held 
that a claim under Section 722 kept the 
Statute open as to other EPT questions 


Tax procedures »* 


of the same year. Seven dissenting judges 
think the should entertain the 
claim. May Broadcasting Co., 33 TC 
No. 113. 


court 


Court .lacks jurisdiction to consider 
propriety of Commissioner’s motives in 
issuing deficiency. The Commissioner 
sent taxpayers a letter early in 1958 re- 
questing them to execute a Form 872 ex- 
tending the statute of limitations for 
1954. This request was refused and the 
Commissioner mailed taxpayer a notice 
of deficiency on April 4, 1958, disallow- 
ing all claimed expenses. Taxpayer al- 
leged the statutory notice of deficiency 
was defective and improperly issued in 
that it was not based upon any deter- 
mination, and accordingly the case was 
barred by limitations. The court holds 
it lacks jurisdiction to go behind the 
Commissioner's determination and _ in- 
quire into what prompted him to make 
the determination. Since a notice of de- 
ficiency mailed within the three- 
year period, the statute of limitations 
was no bar. Cincotta, TCM 1960-45. 


was 


Taxpayer did not prove refund claim 
filed. Taxpayer alleges he filed refund 
claims for two years on the same issue, 
but the government has only one year’s 
claim on file. The CPA who prepared 
the claims testified as to the preparation, 
but was not able to state unequivocally 
that both were filed. Claims for both 
years from taxpayer's partners, involved 
in the same issue, were on file. The 
court holds, with one dissent, that tax- 
payer has failed to carry his burden of 
proof that the second claim was timely 
filed and disallows the refund. Rosen- 
garten, Ct. Cls., 3/2/60. 
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N.Y. changes rate on gains 
in adopting U.S. tax rules 

Governor Rockefeller, in signing the 
bill to conform New York State’s income 
tax to the federal, assured taxpayers that 
filing a state return in 1961 will be 
“vastly simplified.” This will be small 
comfort to the great number who will 
pay somewhat higher taxes under the 
new system, particularly those who show 
substantial capital gains. Until 
N. Y. taxed all capital gains at 
uated rates equal to one half those on 
ordinary income; but under the new 


now, 
grad- 


law, short term gains will be classed as 
regular income and half of all capital 
gains will be subject to the regular tax 
rate, not the former lower rates. Other 
effects of the new law, discussed in 12 
JTAX 247, are to permit farmers and 
self-employed to take a standard state 
deduction from their adjusted gross in- 
come; to allow to partnerships and in- 
dividuals the use of accelerated depre- 
ciation formulas formerly restricted to 
corporations; to permit stockholders in 
mutual funds to class capital gains dis- 
tributions as such, rather than as regu- 
lar income; to entitle all stockholders to 
exclusion from income of the first $50 
of their dividends, although the addi- 
tional 4% credit will not be recognized 
as it is under federal law; to lower the 
for medical ex- 
penses by applying the federal standard 


allowable deductions 
in place of the old, more liberal, state 
standard. 

It is clear that conforming the state 
law to the federal is far more than a 
mere simplification measure. The change 
in the substantive rules necessarily works 
important changes in the tax bills of 
large numbers of taxpayers. 


Time sales interest deductible in N. C. 


North a deduc- 
tion for the interest element in install- 


Carolina will allow 


ment plan purchases, the Commissioner 
of Revenue announced in a recent di- 
rective, when a specific amount of in- 
terest is added to the purchase price or 
a separate service charge is stated. When 
the finance or carrying charge does not 
define the interest, the portion allow- 
able as a deduction will be 6% of the 


average unpaid monthly balance during 
the taxable year. No deduction will be 
allowed for amounts paid in excess of 
the cash price, in lieu of interest, even 
though the excess may approximate an 
interest charge. 


Vermont to end double withholding 


Vermont will permit employers not 
to withhold tax from an employee from 
whom another state is withholding 
enough to insure that the employee will 
have a credit for the out-of-Vermont 
tax to offset any liability. ‘The State 
Commissioner is authorized by recent 
legislation to issue regulations setting 
forth the conditions under which with- 
holding may be reduced. 


Virginia uses Stockham power 


The Virginia income tax law has been 
amended to extend the income tax to 
foreign corporations “having income 
from sources” in the state. The law had 
previously imposed tax only if the for- 
eign corporation was doing business in 
Virginia. Thus the state has acted to 
take advantage of the powers the 
Supreme Court upheld in its North- 
western-Stockham decision approving 
Minnesota and Georgia taxes. 


N.Y. babysitters can keep earnings 


New York has finally ended the furor 
occasioned by its announcement that 
parents were to include the earnings of 
their unemancipated children in their 
own gross income. S.B. 3722 provides 
that for personal income tax purposes, 
gross income of a parent shall not in- 
clude any income of his children. 


Michigan considers tax court 


Michigan legislators are considering 
a bill (H.B. 84) which would establish a 
state tax court as the exclusive tribunal 
in tax disputes. Appeals from its deci- 
sions could be taken only to the Su- 
preme Court of Michigan. While the 
procedures proposed for the court would 
be in most respects similar to those of 
the United States Tax Court, taxpayers 
would be required to pay the disputed 
tax in full or to post a bond equal to 
one and one-half times the unpaid tax. 


The major criticisms of this proposal 
are objections to centralizing all tax 
disputes in one court, although it is 
conceded that such a system is, to say 
the least, convenient for the tax admin- 
istrator. Also, it is felt that it is harsh 
to require payment of the tax prior to 
adjudication of liability. 


N. Y. co-op apartment allowed 
veterans’ tax exemption 


It is now permissible for cooperative 
apartment and housing corporations in 
New York to now claim the exemption 
from real estate taxes allowed veterans 
if some of their stockholders are veterans, 
or the wife or unremarried widow of 
veterans. The allowable exemption is 
the sum of eligible funds paid for the 
shares by the veteran, up to $5,000. 


Local sales taxes in N.Y. modified 


New York counties and cities author- 
ized to impose sales and use taxes are 
now forbidden by state law to apply 
them to tangible personal property 
bought locally, in furtherance of a con- 
tract, for incorporation into real prop- 
erty located outside the jurisdiction. 
The use tax does apply, however, in the 
city or county in which the real prop- 
erty is located. 


NJ permits minimum in lieu of 
allocation 


FoR TAXES PAYABLE in 1960 and there- 
after, smaller payers of the New Jersey 
franchise tax based on net worth may 
elect to compute the tax from a table 
without use of allocation formulas. The 
table gives a flat tax for domestic and 
foreign corporations at various specified 
total asset levels, from under $18,000 to 
$150,000. For example, a domestic corpo- 
ration with assets less than $18,000 
would pay $25, a foreign one $50. With 
assets of $150,000, both domestic and 
foreign corporations pay $223. 


Analysis of census sheds 
light on property taxes 


THE GENERAL Property Tax: Findings 
of the 1957 Census of Governments, by 
Frederick L. Bird, is now available from 
the Public Administration Service, Chi- 
cago—$3. This 77-page report is an an- 
alysis of Volume V of the 1957 Census of 
Governments—Taxable Property Values 
in the United States—and attempts to 
summarize the findings of the earlier 
survey and to show how they relate to 
the financial position of local govern- 
ments generally in the United States. * 
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New decisions 





“In lieu” tax on railroad’s gross earn- 
ings not reduced by payments to motor 
carriers. Minnesota imposed a tax on 
railroads’ gross earnings from the opera- 
tion of any railway within Minnesota 
in lieu of taxes on their property. Tax- 
payer railroad collected from shippers 
fees covering haulage by motor carrier 
from the railroad depot to the shipper. 
These fees were turned over to the 
motor carrier and taxpayer sought to 
exclude them from its gross earnings for 
this tax. Taxpayer contended such com- 
pensation (1) was not derived from the 
operation of its “line of railway” and 
(2) could not be used as the base of a 
tax in lieu of a tax on its property since 
the property by the use of which it was 
earned was neither owned nor operated 
by taxpayer. The court upholds the 
taxability of the questioned compensa- 
tion as gross income to taxpayer from 
services incidental to its railway trans- 
portation business. Since the tax is not 
levied on the property of taxpayer but 
is in lieu thereof, the sums paid to the 
motor carriers are properly includible 
in the railroad’s tax base. Minneapolis 
& St. Louis Ry. Co., Sp. Ct. Minn., 
12/31/59. 


Franchise tax is inapplicable to inter- 
state business. Taxpayer, a foreign gas 
pipe-line corporation, sold gas to Ala- 
bama purchasers primarily for resale, al- 
though a minor portion of the gas was 
consumed by the cus- 
tomers. All of the gas was transported 


corporation’s 


by the company from out-of-state sources 
except a relatively small quantity which 
was purchased locally. The corporation 
wwned and operated in Alabama pipe- 
lines, compressor stations, electric gen- 
tanks, and for 
local employees whose function was con- 


rators, water houses 
fined to the operation, construction and 
maintenance of its interstate transmis- 
sion system. The company supplied its 
with generated 
ocally, as well as gas and water. The 


houses electricity it 
\labama revenue department issued an 
ssessment for state corporations’ fran- 
hise taxes which the company resisted, 
laiming that its operations were wholly 
interstate in character. 

he court agrees that the local ac- 
tivities of the company did not convert 
its transmission and sale of gas from an 


interstate to an _ intrastate operation, 


noting that the interstate movement of 
the gas purchased in Aiabama was never 
interrupted, the gas pressure not having 
been reduced before entering the com- 
pany’s transmission system. The court 
cites its previous decision in Plantation 
Pipe Line (89 So. 2d 549, cert. den. 352 
U.S. 943) that the Alabama franchise 
tax cannot be imposed on a common 
carrier pipe-line doing an exclusively 
interstate business. It there said that 
numerous decisions of the U. S. Supreme 
Court have held that a tax on the privi- 
lege of doing an exclusively interstate 
business is unconstitutional. According- 
ly, the court rules the state franchise 
tax to be without application to the 
company. Transcontinental Gas Pipe 
Line Corp., Sp. Ct. Ala., 1/14/60. 


Village can force true value assessments 
of all property in county. A New Jersey 
Statute requires the assessment of all 
taxable property “at its true value.” The 
village of Ridgefield Park sought (1) 
to compel assessors of each other munici- 
pality in the same county to comply 
with the statutory mandate, and (2) to 
enjoin the collection from it by the 
county of an amount exceeding its 
proper share of the costs of county 
government determined as if all tax- 
able property in the county had been 
assessed at true value. The court agrees 
that the village may require the ex- 
peditious assessment of other taxable 
property in the county at true value, 
stating that administrative remedies 
were inadequate in the circumstances. 
The court rules, however, that public 
policy will not permit restraint of the 
collection by the county of tax monies 
essential to the functioning of county 
government. Ridgefield Park, Sp. Ct. 
NJ, 1/25/60. [Affd. on appeal 4/13—Ed.] 


invalidates 
Arkansas income tax imposition. Under 
the 


Unreasonable classification 
net income tax laws of Arkansas, 
domestic corporations are taxable on 
extra-state income only if they derived 
income from in-state sources or business 
as well. Taxpayer, an Arkansas corpo- 
had local 


sources, sued to recover tax paid on in- 


ration which income from 
come from sales outside the state. The 
court holds the contested tax to have 
been illegally exacted, on the ground 
that the classification was unreasonable 
and violated state and federal constitu- 
tional guarantees of due process of law 
and equal protection of the laws. 


Stephens, Sp. Ct. Ark., 1/18/60. 
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Georgia retailer must pay sales tax he 
can’t collect on sales to U. S. Army. 
Taxpayer sold poultry to Fort Benning 
and himself paid the sales tax. It was 
conceded that Georgia could not tax the 
purchaser. However, the court inter- 
preted the Georgia sales tax as_ being 
laid directly on the vendor and refuses 
refund. Despite the fact that taxpayer 
(and others similarly situated in amicus 
briefs) argued that he would be placed 
at grave economic disadvantage, the 
court said the law did not exempt him 
from the tax on sales to the U.S. Gov- 
ernment. One judge dissenting would 
interpret the law and the prior cases as 
obliging retailers merely to pay over the 
tax they had collected. Oxford, Sp. Ct. 
Ga., 1/8/60. 


Local direction of stevedoring is for- 
eign commerce. Taxpayer maintained 
an office, bank account, and employees 
in Philadelphia in connection with its 
functions as a general steamship agent 
for several steamship companies operat- 
ing in foreign commerce. Taxpayer not 
only alerted the stevedores employed 
by the steamship companies as to the 
time and place of arrival and departure 
of ships, but instructed them with re- 
spect to the proper manner of, and time 
limitations on, performance of loading 
and activities. The 
holds that taxpayer is engaged in inter- 


unloading court 
state or foreign commerce by virtue 
of its direction and control of the other- 
wise independent stevedores. According- 
ly, the court rules, taxpayer could not 
be subjected to the Philadelphia mer- 
cantile license tax assessed against its 
gross receipts. Norton, Sp. Ct. Pa., 12/ 
31/59. 





New Simplified 


COMBINED 
WITHHOLDING 
TABLES 


now available. 


Complete sets of combined income-tax 
and social-security withholding tables, 
weekly, bi-weekly, semi-monthly, daily 
and miscellaneous, are now available. 
These tables were prepared by the 
Tax Department of McKesson & Rob- 
bins, Inc. This type of table has been 
used successfully for years. These ta- 
bles contain figures for withholding 
effective January 1, 1960. These tables 
permit determination of combined in- 
come tax and OASI deductions at a 
glance, for any amount of wages paid, 
and for any period. Tables are printed 
in handy books or ledger paper, size 
8! x 11 inches, 24 pages. Price: $2 per 
copy for the complete set. Send orders 
with check to: 


The Journal of Taxation, Inc. 
147 East 50th Street, New York 22 
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Is company-enforced retiree eligible for 


UI? Many cases but rule not fixed 


poses A COMPANY’S rules require re- 


tirement, is that a voluntary quit? 
Should the employee be ineligible for 
benefits be- 
cause of this private agreement? These 


unemployment insurance 
questions rise typically under company 
policies requiring retirement at fixed 
age or in the equally troublesome case 
of the pregnant employee laid off, under 
company policy, early in pregnancy. 
Che Dickenson Law Review (Vol. 64, p. 
71) recently analyzed this problem. The 
following is the substance of their note, 
written by John P. Thomas, as slightly 
adapted for publication (with their per- 
mission) here. 

Inside a four week period, early in 
1958, 
handed down on this question, namely 
—Bergseth 
Baking Co., Minnesota Supreme Court, 
(89 N.W. (2d) 172); Lamont v. Director, 
Massachusetts Supreme Judicial Court 
(149 N.E. (2d) 372); and Warner Co. v. 
Board of Review and Gianfelice, Penn- 
sylvania Superior Court (142 A (2d) 
739). All three of these decisions dealt 
with 


three state court decisions were 


and Coonse vy. Zinsmaster 


claimants who were union mem- 
bers and who had been retired under the 
mandatory retirement provisions of a 
collectively bargained pension plan. All 
three decisions disqualified the claim- 
ants under the voluntary leaving provi- 
sion of the state law. In all three, the 
was that the 


courts’ rationale 


unions 
made the agreement as their members’ 
agent; the union’s acts were therefore 


attributable to the claimants. In conse- 
quence, these courts said, the claimants 
had in effect agreed to retire at the 
mandatory retirement age specified in 
the contract. 

Coming together as they did, they 
represent a flurry of activity on an issue 
which had until then been practically 
dormant. The reactions have not been 
long in coming—both from legislatures 
and from other courts. 


In September 1958, the California 
Superior Court for San Francisco dis- 
qualified a mandatory retiree under a 
collectively bargained agreement as hav- 
ing left his work voluntarily without 
good cause (Regal Pale Brewing Co. v. 
Appeal Board and Wenzelburger, No. 
474,268, CCH-Calif., Par. 8829). The 
brewing company and Wenzelburger’s 
union, in 1955, had amended their pen- 
sion agreement so as to require em- 
ployees to retire at the age of 68. In 
accordance with that agreement, Wenzel- 
burger, who was already 74, retired on 
July 31, 1956, the date specified in the 
amended agreement. 


Court overturns rulings 


The administrative rulings—the de- 
termination, the referee’s decision and 
the Appeal Board decision—all allowed 
the claimant benefits without disqualifi- 
cation. The Superior Court, however, 
cited the Massachusetts and Minnesota 
Supreme Court decisions and concluded 
that the claimant had quit voluntarily 
and without good cause. “It makes no 
difference as to whether the compulsory 
provisions for retirement were suggested 
by the employers or the employees. Once 
the provision became a part of the bar- 
gaining agreement, it bound all parties 
and their members and was thus a volun- 
tary the part of all 
parties. 

The 1959 California legislative session 
responded to this decision by adopting 
this amendment to the voluntary leav- 
(Sec. 1256): “An indi- 
vidual whose employment is terminated 
under the compulsory retirement provi- 
sions of a collective bargaining agree- 
ment to which the employer is a party, 
shall not be deemed to have left his work 
without good cause.” 

In adopting this amendment to 
counter the effect of the Regal Pale 
Brewing Co. decision, California’s legis- 


agreement on 


ing - provision 


lature followed the lead of the Massa- 
chusetts General Court. Fhe 1958 Massa- 
chusetts legislative session had also 
amended the voluntary leaving provision 
(Sec. 25(e)) and specified that: "An in- 
dividual shall not be disqualified under 
the provisions of this subsection from 
receiving benefits by reason of leaving 
his work under the terms of a pension 
program requiring retirement from em- 
ployment, notwithstanding his prior 
assent, direct or indirect, to the estab- 
lishment of such pension program.” 

Perhaps the most dramatic and _ far- 
reaching development in this subject 
area was the Pennsylvania Supreme 
Court decision of July 24, 1959 in 
Warner Co. v. Board of Review and 
Gianfelice (153 A (2d) 906; BSSUI, VL. 
495-; Gianfelice had been continuously 
employed by the Warner Company since 
January 1, 1918. The collective bar- 
gaining agreement between the com- 
pany and his union (Local 92 of the 
United Circuit, Lime and Gypsum 
Workers International Union) previded 
an employee retirement plan. Under tais 
plan, when an employee reached the age 
of 68 he could remain in the service 
of the company only with the company’s 
consent. Gianfelice became 68 on Jan- 
uary 14, 1956. Although he wished to 
continue working for the company, the 
company refused its consent and he was 
retired. 

The Superior Court, by a three to 
two decision, denied benefits to Gian- 
felice. The majority had followed the 
agency theory of collective bargaining 
and concluded that Gianfelice had quit 
his job voluntarily. The minority, in its 
brief dissent, had contended that only 
the employer’s refusal to continue his 
employment had prevented Gianfelice 
from continuing to work. Accordingly, 
said the minority, his retirement was in- 
voluntary.” 


Involuntary despite contract 

The Pennsylvania Supreme Court in 
reversing and allowing benefits refused 
to interpret the rather ambiguous pro- 
visions of the union contract and wholly 
rejected any contract-interpretation ap- 
proach to eligibility determination. It 
was held that such an agreement could 
have no effect upon individual 
claimant's eligibility for unemployment 
compensation benefits. The court held 
that a determination of eligibility de- 
pends upon whether the claimant ac- 
tually, voluntarily terminated his em- 
ployment. In the word of the court: 
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the factual matrix at the time of 
separation should govern.” 

Since the main purpose of contract 
provisions of this type is to provide for 
job security, the court felt that it is 
anomalous to say that the employee who 
loses the protection of the job security 
provisions of his contract through no 
fault of his own is in any position differ- 
ent from the employee who has never 
had a contract. Therefore, since the pur- 
pose of the Unemployment Compen- 
sation Law is to protect the employees 
from the rigors of unemployment caused 
by, among other causes, arbitrary dis- 
missal, this claimant comes within the 
class of persons designed to be protected. 

This would have sufficient to 
decide the case at bar, but, perhaps 
through a desire to settle definitely and 
finally all the collateral issues of this 
the court went further and stated: 

‘“. .. Where a statute of the Common- 
wealth expresses a public policy de- 
signed to alleviate a condition of pos- 


been 


case, 


sible distress among the public or a 
segment thereof and explicitly proscribes 
waiver of the benefits of the act, no 
private agreement, however valid be- 
tween the parties, can operate as such a 
waiver. . . .”” (Emphasis added.) 

The court was referring to Section 701 
of the Unemployment Compensation 
Law, which states, “No agreement by an 
employee to waive, release, or commute 
his rights to compensation, or any other 
rights under this act, shall be valid.” 
Finally, the Court affirmed 
earlier decisions of the Superior Court 


Supreme 


which have held that the receipt of pen- 
sion benefits will not preclude a claim- 
ant for unemployment compensation. 


Company rule irrelevant 


On the same day that the Warner 
case was decided, the Supreme Court 
also handed down an opinion in Smith, 
396 Pa. A.2d, 1959). This case 
involved a pregnant claimant who had 
been laid off pursuant to a company 


557, 


policy which forbade female employees 
to continue working beyond their fifth 
month of pregnancy. 

In passing upon this case, the Superior 
Court had that Section 701 
Unemployment Compensation 
Law did not apply because this was a 
reasonable 


reasoned 
of the 


condition of employment, 
187 Pa. Super. 560, 146 A.2d, 1959). 
Chat is, the individual safety of the em- 
ployee was a major consideration of 
the company in ordaining the rule. 
Once again, the claimant’s desire to con- 


tinue working was considered meaning- 
less. However, the Supreme Court 
ignored this reasoning and decided this 
case on the same basis as the Warner 
case. The court reiterated the statement 
quoted above to the effect that no pri- 
vate agreement, however valid between 
the parties, can have an operative effect 
upon the determination of a claimant’s 
eligibility for unemployment compensa- 
tion benefits. It approved payment of 
the benefits. 

In this case, as in the Warner case, 
the court went further than necessary 
to decide the case. A 1953 amendment 
to the Unemployment Compensation 
Law provides that a claimant shall be 
conclusively presumed to be unavailable 
for work after 
months of pregnancy. 


one-half 
This was in- 
terpreted as placing the burden of prov- 
ing that the claimant is unable to work 
upon those contesting her eligibility. 


seven and 


Mandatory retirement provisions 

As this latter decision by the Pennsyl- 
vania Supreme Court indicates, the ques- 
tion at issue in the cases on mandatory 
retirement under union-management 
contract provisions goes well beyond the 
issue of retirement. Fundamentally in- 
volved is the question of whether work 
separations provided for in union-man- 
agement agreements are, by operation 
of the agency theory of collective bar- 
gaining, voluntary quits. 

The Supreme Court has 
demonstrated how pervasive this agency 


Minnesota 


theory of collective bargaining can be- 
come. As we have seen, it has used this 
theory to disqualify a claimant who was 
retired because of the compulsory re- 
tirement provisions in his union’s agree- 
ment with the employer (Bergseth v. 
Zinsmaster Baking Co.). Nine months 
later, in Anson v. Fisher Amusement 
Corp. (92 N. W. (2d) 815 (1958)), it 
applied this theory to a “bumping” situa- 
tion. 

The claimant was a member of the 
Moving Picture Machine Operators 
Union but not a member of Local 219 
of Minneapolis. He was employed by 
the company as a projectionist at its 
Campus Theatre. Under Local Union 
219’s seniority rules, he had no seniority 
rights and could be replaced at any 
time a local member wanted his job. 
The employer, by collective bargaining 
contract with Local 219, had agreed that 
changes of employees should be made 
according to union seniority rules. When 
Anson, in obedience to the union busi- 
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ness agent's instructions, left his job at 
the Campus Theatre to make room for a 
local member, the Minnesota Supreme 
Court held that he had quit voluntarily 
without good cause attributable to his 
employment with the employer. In sup- 
port of its conclusion, the Court pointed 
to its reasoning in the Bergseth case. 


Corrective legislation 

Because this agency theory of collec- 
tive bargaining spills over from one 
fact situation to another, corrective legis- 
lation may have only a limited effect 
unless it is drawn as broadly as the 
theory itself. As we have already men- 
tioned, the 1959 California legislative 
session adopted a specific provision to 
counteract the Supreme Court decision 
in the Regal Pale Brewing Co. case. The 
newly-added provision explicitly bars 
compulsory retirements under collective 
bargaining agreements from being held 
voluntary quits without good cause. 

After this provision had been adopted, 
but before its effective date, the Superior 
Court for Los Angeles County held that 
of the 
union who took a pregnancy leave as 
required by 


a woman worker, a member 
the collective bargaining 
agreement at the end of the fourth 
month of pregnancy, left her work 


voluntarily without good cause (Douglas 


Aircraft Co. y. Appeal Board and Alvilda 


C. Steffan, No. 721144, July 17, 1959, 
CCH-Calif. Par. 8852). The court cited 
the Regal Pale Brewing Co. decision to 
buttress its made no 


mention at all of the rescinding action 


conclusion, but 


taken by the legislature. 

The Douglas Aircraft Co. case sug- 
gests that, in California, despite the 
corrective legislation, we have not seen 
the last of the ‘“‘constructive” voluntary 
quit that is based on the agency theory 
of collective bargaining. This may also 
be true of Massachusetts where the cor- 
rective legislation was. similarly specific. 
This is in sharp contrast with Pennsyl- 
vania where the Supreme Court seems 
clearly to have discarded the doctrine. 
What remains to be seen is where this 
theory will next appear and in what 
factual context. 

Reverting to the Pennsylvania deci- 
sions we find that the Dickinson Law 
Review made further observations— 


Practical effect 


In finding both these claimants eli- 
gible the Supreme Court has offered 
stability to a segment of the law that 
has been in a confused state. 
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Criticism might be leveled at these 
the basis that Section 701 
was intended to prevent the employer 


decisions on 


from taking advantage of the unequal 
position of the job-seeker by requiring 
a waiver of unemployment compensa- 
tion benefits as a prerequisite to em- 
ployment. But, the critics might say, the 
employee who is represented by a labor 
union is not in an unequal position, and 
be 


of the give and take of the bar- 


such contracts should allowed as 
part 
gaining table. This is true, as far as it 
goes. However, as a practical matter 
the individual union member is not in 
the position of the ordinary principal. 
He normally has very little to say about 
the provisions of the contract he wishes 
to endorse and those he wishes to reject. 
When unemployment strikes, he will feel 
the rigors of it just as strongly as the 
claimant who has no union. The subse- 
quent effect upon the economy of the 
nation is precisely what was intended to 
be avoided by the legislation. 

that the 


unexc ep- 


It is unfortunate, however, 


court chose to make such an 


tionable statement concerning the utili- 


zation of a private agreement in deter- 
mining the eligibility of a claimant, and 
in the same case to affirm the right of 
one receiving a pension to draw unem- 


ployment compensation benefits. It 


would not be unusual for a _ pension 


plan to contain the provision that all 


payments under the plan will cease 


whenever the beneficiary secures any re- 
munerative employment. It is a rare in- 
dividual who would be willing to accept 
employment at the minimum wage when 


he is already drawing more than that 


amount with his pension and unemploy- 


ment benefits, especially since both 


would cease upon his return to work. 


[This case, in allowing benefits to a 


pensioner presents administrators with a 
very dificult problem. It is possible that 


such a claimant could draw benefits for 


many weeks betore employment is even 


proffered. It is a simple matter in any 


| 


labor market to avoid being hired with- 
ut actually refusing to accept employ- 
lent. A prospective employer is not 
likely to hire an applicant whom he 
feels does not want the job. Further, it 
is too much of a burden to the employer 
hire this type so that availability 
might be tested 
Pennsylvania rule 
These cases have resolved four areas 
of conflict with the following rules. First, 
no private agreement will have any 
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effect upon the eligibility of a claimant 
for benefits. Second, investigation as to 
the fact of whether the employer or the 
claimant caused the termination of the 
employment relation will be confined to 
matters of fact at the time of the separa- 
tion. Third, the idea that one who is 
receiving other income should not be 
the recipient of unemployment com- 
pensation is rejected. This tends to re- 
move the onus of “charitable payments” 
from unemployment compensation. 
Fourth, the fact of pregnancy will have 
no effect upon a claimant's eligibility 
unless the pregnancy actually renders 
her unavailable for work. 


If, the legislature did not intend pay- 
ments to be made under the above cir- 
cumstances, the burden is now upon the 
legislature to make specific changes. The 
desirability of change may well be ques- 
tioned. As it stands now, the rule laid 
down by the Supreme Court, that the 
factual matrix at the time of separation 
should govern, is sensible. Obviously 
not every member of the two groups is 
in reality a member of the labor mar- 
ket, but this is a fact that ought to be 
determined individually, so that those 
who are able and available for employ- 
ment will not suffer because of the dis- 
ability of others. * 





New decisions on exem pt institutions 


Accrued charitable contribution deduc- 
tion denied; proper election not made. 
The Code allows the deduction by a 
corporation of a contribution unpaid at 
the year end provided it is paid within 
two and a half months, authorization in 
the minutes is made and a copy of the 
resolution is attached to the 
Taxpayer here made the payment within 
the limited time, but the Tax Court 
disallowed the deduction because there 
was no resolution for the gift in the 
year claimed and the charitable organi- 


return. 


zation receiving the contribution was 
not in existence at the close of the tax- 
payer’s year. This court affirms. Wood- 
Mosaic Co., CA-6, 12/22/59. 


School benefiting its operators denied 
tax exemption. A trade school paid ex- 
cessive rentals to a group operating the 
school, and constructed valuable build- 
ings and improvements on real estate 
owned by them. Tax exemption under 
1939 Code section 101 (b) is denied on 
the ground that part of the net earnings 
did inure to the benefit of private indi- 
viduals. This court affirms Tax Court. 
Texas Trade School, CA-5, 11/25/59. 


Real estate activities of exempt organi- 
zation were not a trade or business. Tax- 


payer was organized as a non-profit 
corporation to “receive and administer 
funds for scientific, educational, re- 
ligious and charitable purposes, all for 
the public welfare and for no other pur- 
pose.” It acquired six tracts of property 
—one by gift, another as the result of its 
rejection as a building site for a church, 
and still another for the construction of 
a convent and school. Taxpayer did not 


advertise the properties for sale but held 


them until it received attractive offers. 
The court finds taxpayer’s activities with 
respect to these properties did not 
amount to a trade or business and did 
not negative the fact that taxpayer was 
organized “exclusively” for exempt pur- 
poses. The court also rejects the Com- 
contention that 
taxpayer had taxable “unrelated busi- 
ness income,” since it was not engaged 
in the carrying on of a trade or business. 
Marian Foundation, TCM 1960-18. 


missioner’s alternative 


Transfer of stock to exempt organiza- 
tion for cash, notes and bonds is a bona 
fide sale [Acquiescence]. Taxpayers, who 
were advanced in years, wanted to sell 
their interests in an affiliated group of 
corporations. They negotiated with a 
representative of the alumni of New 
York University who caused a new com- 
pany to be organized with a capital of 
$1,000, exclusively for charitable or edu- 
cational purposes, and solely for the 
benefit of New York University. Tax- 
payers the 
affliated group for cash, notes and bonds 
of the The affiliated 
group was then merged into the new 


transferred their stock in 


new company. 


company, with taxpayers retained as 
managers under jong-term employment 
The that there 


was no reorganization, as alleged by the 


contracts. court found 
Commissioner, in the absence of a con- 
tinuity of interest in the old owners of 
Rather, the 


change constituted a bona fide sale to 


the affiliated group. e€x- 


a “feeder” organization, deemed tax- 
exempt for the period involved, 1948- 
1951. [For years after 1951 Code 
denies an exemption to feeder corpo- 
rations—Ed.] Howes, 30 TC 909 
IRB 1960-6. 


the 


acq. 
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Gifts must go to colleges to be eligible 
for extra 10% deduction. Two rulings 
make clear the requirement that, to be 
eligible for the extra 10% charitable 
contribution, the payment must go to 
the specific type of institution tor which 
the allowance is permitted. Contribu- 
tions made to a college association for 
its participating colleges are considered 
to be gifts to such colleges and qualify 
for the additional 10% contribution de- 
though the association 
short-term 


duction, even 
investments 
yf the funds prior to their distribution 
to the colleges in the following year. 
Rev. Rul. 60-111. the extra 
deduction is denied gifts to a university 
endowment created to receive contribu- 


makes interim 


However, 


tions for a state university. The contri- 
butions are placed by it in various funds 
which it administers and maintains on 
a permanent basis, including the hold- 
ing of title indefinitely to some of the 
vifts. Rev. Rul. 60-110. 


Crop financing corporation not tax 
exempt. Taxpayer was organized to fi- 
nance crop operations of the members 
if exempt cooperatives and other pro- 
ducers. Under the Code, a financing 
corporation is tax exempt if it is or- 
ganized by and operated in conjunction 
ith and for the benefit of an exempt 
operative. The Tax Court rules that 
taxpayer does not qualify. Taxpayer was 
rganized independently of any exempt 
operative. The fact that taxpayer co- 
erated with an exempt cooperative as- 
sociation, that more than one-half of 
xpayer’s stockholders were members of 
operatives which, in turn, were mem- 
rs of the exempt cooperative associa- 
mn, and that the stockholders made use 
benefits provided by taxpayer is not 
ugh. Growers Credit Corp., 33 TC 
No. 110. 


INSURANCE 


Insurance company was mutual despite 
stock issue. Taxpayer was organized as 
nutual insurance company, but issued 
rtificates denominated “stock” to per- 
yns who advanced deposit funds. For 
iny years these certificate holders 
cted the directors, although the by- 
under which 


vs and the legislation 


ixpayer was organized provided for 


ction by the policyholders. The court 
‘ids that, despite these corporate 
forms, taxpayer was to be classified as 

mutual company for tax purposes. De- 


itions from its charter and by-laws 


were inadvertent. Northern Neck 
tual Fire Assn., DC Va., 3/24/60. 


Mu- 


Mutual fire insurance company taxable 
under laws generally applicable to mu- 
tual companies. Taxpayer specialized in 
insuring large industrial risks against 
fire for an average of three years. At 
the time the policy was issued, tax- 
payer received a premium deposit based 
on a given dollar risk from which it 
absorbed certain sums based on its ex- 
pense and loss experience each month. 
The unabsorbed premium deposit was 
returned to the insured at the termina- 
tion of the policy. Taxpayer sought to 
be taxed on its net income under Sec- 
tion 831 of the Code applicable to fire 
insurance companies issuing perpetual 
policies or such similar termless policies 
where the losses and expenses are paid 
out of income. The Tax 
Court rules that taxpayer is taxable on 
its net premiums and gross investment 
income under Section 821, generally ap- 
plicable to mutual fire insurance com- 
panies. The court notes that the intent 
of Section 831 is to grant relief to com- 
panies that paid losses out of investment 
income. Since taxpayer’s main income 
was from premium rather than invest- 
ments, it was meant to be taxed as the 
ordinary type of mutual company under 
Section 821. Phila. Mfrs. Mutual Ins. 
Co., 33 TC No. 55. 


investment 


Late filing of 1958 returns by insurance 
companies will not affect 1959 estimates. 
A life insurance company will not be 
subject to the penalty for underpayment 
of installments of estimated tax for 1959 
if it files its 1959 estimated tax on or 
before September 15, 1959, accompanied 
by the first installment of tax due on 
such date, and the total of the estimated 
tax payments is at least equal to the 
1958 tax reduced by $100,000. This is 
true even though the company files its 
1958 return after September 15, 1959, 
because of authorized extensions. Rev. 
Rul. 60-13. 


Sv’L bad debt 
denied. Since taxpayer’s surplus, profits 


Addition to reserve is 


and reserves did not exceed 12% of its 
deposits, this controversy over its bad 
debt reserve was unaffected by the Code 
limitation on increases in the reserves 
at that point. Taxpayer’s argument for 
increases in its reserves against deposits 
was that the increase was required by 
the regulations of the Federal Home 


Loan Bank Board. The court finds no 
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substance in the argument. It has been 
consistently held that the accounting re- 
quirements of regulatory agencies are 
not controlling in the application of the 
revenue acts. Taxpayer had had prac- 
tically no bad debt losses and conse- 
quently no addition to its reserves is 
allowed. Bellefontaine Federal Savings 
& Loan Ass’n., 33 TC No. 91. 


Tax on gas gathering was tax on lease 
and forbidden by Louisiana Constitu- 
tion. The Louisiana Constitution auth- 
orizes specific taxes and forbids any 
others on oil, gas or sulphur “leases or 
rights.” The legislature imposed a tax 
on the gathering of gas, which the court 
here holds unconstitutional. Though 
called a tax on an occupation, it was, in 
reality, a tax on a process which forms 
an integral part of the severing and re- 
duction to possession of the gas. It is a 
tax on the gas lease and, so, is for- 


bidden by the constitution. Bel Oil 


Corp,. Sp. Ct., La., 11/9/59. 
© 


Mortgage prepayment charges were in- 
terest. Life insurance companies are tax- 
able only on a portion of their invest- 
ment interest and 
rents. The court holds, relying on Com- 
mittee reports of Congress, that the 
charges made for prepayment of mort- 
gage loans are included within the term 
“interest.” Equitable Life Assurance So- 
ciety, Ct. Clms., 3/2/60. 


income—dividends, 


Overriding oil royalties received on sale 
of stock are ordinary income. Taxpayers 
sold their stock in an oil company for 
cash plus an overriding royalty on the 
oil produced. The taxpayers claimed that 
the overriding royalty had no ascertain- 
able market value, but the IRS valued 
it at $1,000,000. They thereupon sought 
to have the $11,500,000 of royalties re- 
ceived in four subsequent years taxed as 
capital gain. The Court of Ciaims held 
that it was ordinary income subject to 
depletion. Taxpayers had a_ property 
interest in the oil properties. The fact 
that they received the property as pro- 
(the 
judges dis- 


ceeds of sale of other 


stock) is 


property 
irrelevant. Two 
sented on the ground that the trial com- 
missioner who heard the evidence found 
that there was no fair market value of 
the property in question. Where tax- 
payers, as here, sell capital assets and 
receive in payment a right which has 
no fair market value, collections on the 
right are, they say, capital gains. War- 


ren, cert. den. 12/7/59. 
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Private rulings clarify 


trust gift tax treatment 


Way BACK last January we started with 
a question involving a reversionary trust 
that is raising a chain reaction of new 
questions. Last month we published a 
letter from a trust officer of a Midwest 
bank who suggested that the January 
problem with respect to taxability of a 
capital gain realized by a short term re- 
versionary trust subsequent to the death 
of the grantor might have been avoided 
had the trust provided that capital gains 
be payable to the beneficiary. However, 
the trust officer points out, this imme- 
diately raises the problem of how to 
compute the federal gift tax at the 
creation of such a trust. 

It is our understanding that the In- 
letter ruling about a year ago with re- 
spect to the following case. The grantor 
proposed to establish a 10-year rever- 
sionary trust under the terms of which 
the trustee, who was someone other than 
the grantor, would pay all of the current 
income and any realized capital gains to 
the beneficiary. At the end of the term, 
the remaining corpus would revert to 
the grantor. The Service concluded that 
the value of the gift was the value of 
the property transferred less the value 
of the rights retained by the grantor. 
The latter was stated to be the right to 
receive, at termination of the trust, an 
amount equal to the cost of the prop- 
erty transferred. Accordingly, the value 
of the gift was computed by subtracting 
from the fair market value of the prop- 
erty on the date of gift, the present 
value of the right to receive such prop- 
erty in ten years, i.e., the cost of the 
discounted for the 
duration of the trust. 


property 10-year 

It should be noted that the Service 
appears to have assumed in the fore- 
going case that the grantor would on 


termination of the trust receive back an 
amount equal to the cost of the prop- 
erty he transferred. It is not clear 
whether the trust agreement specifically 
made provision to guarantee return to 
the grantor of this amount, though it 
would seem doubtful that it did. Yet, if 
all income and realized capital gains are 
paid to the beneficiary, if there were 
any decline in value of the remaining 
trust assets, it is possible that a lesser 
sum will in fact revert to the grantor at 
termination of the trust. The Service’s 
position therefore is based on what 
must be conceded to be only an assump- 
tion. 

The foregoing ruling is not applicable 
where the grantor himself acts as trustee. 
Your editors have learned that at least 
one other private letter ruling has been 
issued by the Service with respect to the 
establishment of a short-term reversion- 
ary trust under which the grantor acts as 
trustee and provision is made for the 
payment of income and any realized 
capital gains to the beneficiary. In such 
case, the Service holds that the initial 
value of the gift is only the present value 
of the ordinary income gifted for the 
period of the trust based on the usual 
actuarial tables. The Service considers 
that as long as the grantor acts as 
trustee, and realized capital gains will 
result in additional gifts for gift tax pur- 
poses only in the year in which the gains 
are realized. The value of the gift in 
such year will be the amount of the gain 
distributed to the beneficiary reduced 
by the right to receive the income from 
such amount of gain for the unexpired 
period of the trust. 

Another aspect of the general sub- 
ject matter which merits attention is 
the gift tax treatment in case the trust 
provides not for mandatory allocation 
of realized capital gains to the bene- 
ficiary, but for trustee discretion to 
allocate capital gains to corpus or to 
income. In this case, the Service ap- 


parently takes the position that if the 
grantor is also the trustee no gift tax 
will be imposed on the realized capital 
gains until such allocation is made. This 
is consistent with the previous ruling, 
If the grantor is not the trustee, how. 
ever, then because of the impossibility 
of knowing what will be the extent of 
the gift and since the grantor has po- 
tentially made a gift of the entire prop. 
erty, the Service takes the position that 
the gift tax on the original transfer 
should be based on the full fair market 
value of the assets transferred. The 
Service justifies this result on the ground 
that it is impossible to value the rever- 
sionary interest. But this is hard to re. 
concile with the Ruling first mentioned 
that the gift is of less than full market 
value when distribution of capital gains 
is mandatory. 

Still another aspect of this problem 
is suggested by Stanley W. Herzfeld, a 
New York City attorney. Mr. Herzfeld 
writes: 

“Suppose that a father creates a 10- 
year trust for his children and_ provides 
that capital gains be added to corpus 
and returned to him at the termination 
of the trust. The grantor is taxable on 
the capital gains under Section 677(a)2 
of the Code and has to pay the tax for 
the year in which the gain is realized. 
Suppose the grantor does not wish to 
pay the capital gains tax from his own 
funds. What are the consequences of a 
provision in the trust instrument that 
an amount equal to his tax be distrib- 
uted to him? 

“Can it be argued that since the en- 
tire capital gain is taxable to him, no 
further tax would result from the cur 
rent distribution to him of a portion of 
the gain which would otherwise be dis- 
tributed at the end of the ten-year 
period? 

“There is no ruling or decision pre- 
cisely in point, but the Tax Court case 
of Koehrer (4 TCM 219) is relevant. The 
grantor had provided that the trustee 
distribute to him such portions of cor- 
pus necessary to enable the grantor to 
pay his income taxes. The grantor was 
held taxable under Section 166 of the 
1939 Code on the income earned on the 
portion of corpus which the trustee was 
empowered to distribute to the grantor. 
Section 676(a) of the 1954 Code is the 
successor to Section 166; it provides that 
the grantor shall be treated as the 
owner of any portion of a trust where 
at any time the power to revest in him 
title to such portion is exercisable by 
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the grantor or a non-adverse party, or 
both. 

“The trustees of 10-year trusts are 
almost always non-adverse. The trustee 
could, by selling appreciated property, 
revest in the grantor a portion of the 
trust corpus, i.€., an amount equal to 
the grantor’s tax on the capital gain. 
Would it not be held that while appre- 
ciated property is retained in the trust 
the income derived from a portion of 
that property is taxable to the grantor? 

“The grantor would also appear to be 
taxable on a portion of the income 
under Section 673(a) which provides 
that: ‘the grantor shall be treated as the 
owner of any portion of a trust in which 
he has a reversionary interest in either 
the corpus or the income therefrom if, 
as of the inception of that portion of 
the trust, the interest will or may rea- 
sonably be expected to take effect in 
possession or enjoyment within 10 years 
commencing with the date of the trans- 
fer of that portion of the trust.’” 


What tax result in 
this tricky short sale? 


We have a client who plays the mar- 
ket with considerable taxwise skill and 
he has asked our opinion of this one. 
He says: “Suppose I own 100 shares of 
X Co. stock for which I paid $3,500 but 
the shares are now worth only $1,500. 
I sell short 100 shares of X Co. stock 
on May 1, and immediately on the same 
day I buy 100 shares of X Co. stock. 
Then 31 days later I close my short posi- 
tion with my original 100 shares of X 
Co. stock..Why wouldn't I be able to 
deduct the $2,000 loss and still keep 
my position in the X Co. Stocks?” 


Real estate switch not 
transfer of partnership interest 

In April we presented a question, 
which arose in a Revenue Agent’s exam- 
ination, whether the exchange of a one- 
half interest in an apartment building 
for a one-half interest in an office build- 
ing qualified as a like kind exchange of 
real estate under Section 1031 or was in 
reality an exchange of partnership in- 
terests which the Revenue Agent did not 
consider a proper subject for a like-kind 
exchange. A new member of the tax 
fraternity writes: 

“I am not a practioner, but only an 
accounting student, but I thought per- 
haps you would like my views on your 
partnership sale problem. The Agent is 


correct that the tenants in common op- 
erate aS a partnership to lease space 
and provide services, and a Form 1065 
is required with respect to this opera- 
tion. But the ownership of the build- 
ing is not in the partnership. The 
tenancy in common is a form of real 
estate ownership, and the partnership 
for tax purposes is only as to the rental 
operations. The two are separate and 
distinct. The exchange of the property 
interest is not an exchange of a part- 
nership interest.” 


Complicated 1301 problems 


Robert Burke, Corpus Christi, Texas, 
attorney, was reminded by our prob- 
lems published in the January and April 
issues, of a case he had some years ago 
as a Revenue Agent. It involves the 
interplay of Section 1301 computations 
and a net operating loss. The taxpayer 
was a bank. State bank examiners had 
required a charge-off of a loan in one 
year; the bad debt deduction created a 
net operating loss. The following year 
the debt was recovered. The amount to 
be taken into income in the year of re- 
covery depended on the tax benefit re- 
ceived from the deduction which de- 
pended on the amount of the net op- 
erating loss which was used as a Carry- 
over which depended on the amount 
taken into income in the year of recov- 
ery. Mr. Burke was good enough to send 
us a sample computation, but we will 
spare you the difficulty of trying to work 
out this complex computation. 


Another answer to the 
indeterminate loss problem 


We have received another thought- 
ful answer to our March issue problem 
on deducting an indeterminate loss. The 
problem, you will recall, arose from a 
sale by a corporation of assets having a 
$100,000 basis for $20,000 in cash and 
additional contingent percentage pay- 
ments over a four-year period which 
could not exceed $60,000 in the aggre- 
gate. Monroe Adlman, tax attorney for 
Columbia Broadcasting System, Inc., 
New York City, writes: 

“ ‘Guesstimate’ the minimum reason- 
able value of the contingent payments 
to be received (say $30,000). Deduct a 
$50,000 loss in the year of sale. In the 
event that the payments should aggre- 
gate only $20,000, deduct an additional 
$10,000 at the end of the fourth year. 
If the payments received exceed $30,000, 
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report in income as received to the 
extent required under the ‘tax benefit’ 
rule. 

“While the deduction in the year 
of sale might exceed that permitted 
under Regulation Section 1.165-1(d), the 
above method minimizes the possibility 
of the ultimate loss of deduction in- 
herent in a more conservative approach. 
Thus, if the deduction in the year of 
sale is limited to the minimum loss, 
$20,000, and the seller deducts the bal- 
ance of his loss at the end of the fourth 
year, the Service may take the position 
that more loss should have been taken 
in the year of sale under its ‘everything 
can be valued’ rationale. If the addi- 
tional loss is disallowed at the time the 
earlier year is closed, it can never be 
deducted.” 

Mr. Adiman goes on to suggest that 
the same set of facts presents an inter- 
esting problem from the purchaser's 
point of view. Should he take deprecia- 
tion in the year of purchase based on the 
$20,000 he has already paid, or should 
he consider the probable value of the 
contingent payments in his depreciation 
base? 


Gift of appreciated property 
best for added basis 


Miss Betry Crarkson of Palo Alto, 
California calls to mind a good point 
to remember regarding the addition to 
basis of gift tax paid. Section 1015(b), 
providing for the addition to the basis 
of property which is the subject of the 
gift, limits the increase in basis so that 
basis cannot exceed the fair market value 
of the property given at the time of the 
gift. Therefore, Miss Clarkson reminds 
us, if a gift is to be made on which gift 
tax is to be paid, make a gift of prop- 
erty which has appreciated in value. If 
you choose property which has declined 
in value, the donee’s basis for loss will 
be fair market value at the date of the 
gift and the tax cannot be added-to it. 
If appreciated property is chosen, the 
donee’s basis is the same as the donor's 
and in most cases the tax can be added 
without reaching the ceiling of fair mar- 
ket value at date of gift. In addition, 
she says, “Don’t give cash because then 
you will lose the benefit of Section 
1015(b).” 
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